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Value and Consideration 
for Checks 


Editorial Staff of The Banking Law Journal 


Necessity of consideration. 
Distinction between consideration and value. 
What is value? 
Presumption of consideration. 
Antecedent debt as consideration or value. 
Bank credit as value. 
What else may constitute value? 
Accommodation checks. 
Gift of check. 

§ 4.10. Absence or failure of consideration. 


§ 4.1. Necessity of consideration. While the law of negotiable 
instruments was originally derived from the law merchant rather 
than the English common law, it appears that the courts of Eng- 
land at a relatively early time imported into the law of negotiable 
instruments a basic principle of the law of contracts that requires 
every valid contract to be supported by consideration.? In other 
words, a check must be supported by consideration if it is to be 
a binding obligation on the drawer in the hands of the payee. 

A valuable consideration has been defined as “either some 
benefit conferred upon the party by whom the promise is made, 
or upon a third party at his instance or request; or some detriment 


1. See Chapter 1 §1.2 supra. 2. Britton on Bills and Notes §89 
pp. 353 et. seq. 


° This article is the ninth of a series to be incorporated in a book on 
the law of negotiable instruments. 


. 
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sustained, at the instance of the party promising, by the party in 
whose favor the promise is made.” * 

The term “consideration,” when used in connection with a 
negotiable instrument, means the money, services, goods or other 
thing of value given for the instrument.‘ 

In general any consideration sufficient to support an ordinary 
contract, will be sufficient to support a check.' A check is in effect 
an agreement that the amount thereof will be paid by the drawee 
to the holder upon due presentment and, in the event of dishonor 
and the necessary proceedings being duly taken, that the drawer 
will pay the amount. When supported by a valid consideration 
the engagement ripens into a contract. But, when the check is 
delivered to the payee without consideration, it is in his hands a 
mere naked promise unenforceable in law.® 

When, however, a check, though given originally without con- 
sideration, comes to the possession of a holder in due course, with- 
out notice of want of consideration, he may enforce it in the 
same manner as though it had been based upon a good and suffi- 
cient consideration. In other words want of consideration is not a 
defense against a holder in due course of a check.’ 


§ 4.2. Distinction between consideration and value. In the 
preceding section of this chapter it was stated that a check must 
be supported by consideration in order to bind the drawer. It 
was also stated that a holder in due course may enforce a check, 
even though given without consideration. Among other things, 


3. Bouvier’s Law Dictionary (19- 
40) p. 218 under “consideration.” 

Consideration is defined in A. L. I. 
Restatement of the Law, Contracts 
§75 as follows: 

“(1) Consideration for a promise 
is (a) an act other than a promise, 
or (b) a forebearance, or (c) the 
creation, modification or destruction 
of a legal relation, or (d) a return 
promise, bargained for and given in 
exchange for the promise. 

“(2) Consideration may be given 
to the promisor or to some other 
person. It may be given by the pro- 
misee or by some other person.” 

4. 87 B. L. J. 347. B. L. J. Digest 


§338. 


5. N. I. L. §25 states: “Value is 
any consideration sufficient to support 
a simple contract.” 

U. C. C. §3-308 states: “A holder 
takes the instrument for value (a) to 
the extent that the agreed considera- 
tion has been performed . . .” 


6. When sued on the check by 
the original payee, the drawer can 
shown by parol evidence that the 
check is without consideration, or 
that the consideration has failed. Pur- 
cell v. Armour Packing Co. (1908) 
4 Ga. App. 253, 61 S. E. 138. 


7. N.I. L. §28 and U. C. C. §3-408. 
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a holder in due course is one who takes the check for “value.” ® 
The word “value” is defined in the Negotiable Instruments Law as 
“any consideration sufficient to support a simple contract.” ® 

While the N.I.L. does not expressly differentiate “value” from 
“consideration,” it would seem that “value” refers to what the 
holder or someone else pays or parts with for the check, not to 
what has been received by or on behalf of the drawer or a prior 
holder, which is “consideration.” Where the relationship of parties 
dealing with each other on an instrument (such as the drawer and 
payee) is involved, the two terms appear interchangeable. But 
the terms might be regarded as not of identical application where 
the relationship on an instrument between parties who have not 
dealt directly with each other is involved, ie. as between the 
drawer and a subsequent holder to whom the payee has indorsed 
the instrument. In other words “consideration” is important on 
whether the obligation of a party can be enforced against him; 
value is important in determining whether a holder who has ac- 
quired the instrument is or is not a holder in due course.’° The 
Uniform Commercial Code makes this basic distinction between 
“value” and “consideration.” 1 


§4.3. What is value? As stated already, under the N.LL., 
value is any consideration sufficient to support a simple contract. 
An antecedent or pre-existing debt is value."* A holder having a 
lien on the instrument is a holder for value to the extent of his lien.* 
It would appear that an executory promise to give consideration is 
not value; a person acquiring a negotiable instrument for an execu- 
tory promise would give value only to the extent that such execu- 
tory promise has been performed." 


8 N. I. L. $52 (3) and U.C.C. =: 18. N. I. L. $27. 


§3-302 (1) (a). 

9. N. I. L. §25 supra note 5. See 
also N. I. L. §191 which states that 
value “means valuable consideration.” 

10. See Britton on Bills and Notes 
§90; State of New York Law Revision 
Commission, Legislative Document 
(1955) No. 65 (D) pp. 146 et seq. 

11. U. C. C. §3-303 defines “value” 
for purposes of negotiable instruments. 
U. C. C. §3-408 deals with “consid- 
eration.” 


12. N. I. L. §25. 


14. N. I. L. §54 reads: “Where 
the transferee receives notice of any 
infirmity in the instrument or defect 
in the title of the person negotiating 
the same before he has paid the full 
amount agreed to be paid therefor, 
he will be deemed a holder in due 
course only to the extent of the 
amount theretofore paid by him.” 

It has been held that a person to 
whom a check was transferred as a 
loan did not take for value. Rosenthal 
v. Parsont (1908) 110 N. Y. S. 223. 
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The Code provides that a holder takes for value to the extent 
that any agreed consideration has been performed, to the extent 
the holder has a security interest or lien on the instrument other 
than by legal process, where the instrument is taken for an ante- 
cedent debt, where negotiable instruments are exchanged, or where 
the holder makes an irrevocable commitment to a third person. 
As will be seen, bank credit can in certain instances constitute 


value, under both the Code and the N.I.L."® 


§ 4.4. Presumption of consideration. While a check, at least as 
between the immediate parties, must be supported by a considera- 
tion in order to be enforceable, there is this distinction between 
checks and simple contracts with respect to the proving of con- 
sideration. Where a court action is brought upon a contract, the 
burden is generally upon the plaintiff to prove consideration. On 
the other hand, where the action is based upon a check or other 
negotiable instrument, consideration is presumed. In other words 
the party called upon to pay has the burden of establishing lack of 
or failure of consideration. In an action against the drawer of a 
check, the holder makes out a prima facie case when he proves 
the execution and delivery of the check and that he has taken any 
legally necessary steps, such as making due presentment and giving 
notice of dishonor, to charge the drawer with liability. The check 
imports its own consideration.?? 

As between the payee and drawer of a check, the latter may 
show that the check was delivered without consideration in order 
to rebut the presumption of consideration. But the defense of 


have become a party thereto for 
value.” 


It is not necessary that the face 
value be paid for a check; the holder 





may be a holder in due course though 
he paid less than the amount for 
which the check was drawn. Rosen- 
thal v. Freedman (1907) 53 Misc. 
595, 103 N. Y. S. 714. 

15. U. C. C. §3-308. 

16. See § 4.6 infra. 

17. N. I. L. §24 reads: “Every 
negotiable instrument is deemed prima 
facie to have been issued for a valu- 
able consideration; and every person 
whose signature appears thereon to 


The Code does not adopt the N. 
I. L. presumption but provides that 
want or failure of consideration is a 
defense (except against a holder in 
due course) and then imposes upon 
the defendant the burden of establish- 
ing his defense: U. C. C. §§3-408 
and 3-307 (2), respectively. This is 
the same treatment as with other 
defenses, such as non-delivery or un- 
authorized completion. See Chapter 
8 §§3.3 and 3.11. 
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lack of or failure of consideration is not available when the instru- 
ment is in the hands of a holder in due course.?* 


§ 4.5. Antecedent debt as consideration or value. As already 
stated, under the Negotiable Instruments Law, value “is any con- 
sideration sufficient to support a simple contract.”® The N.LL. 
continues by providing: “An antecedent or pre-existing debt con- 
stitutes value; and is deemed such whether the instrument is pay- 
able on demand or at a future time.” *° 


This provision, while peculiar to the law of negotiable instru- 
ments, fills a real business need.*4 Obviously, it would be absurd 
to suppose that a check given to pay a lawful debt is not given for 
value. The N.L.L. rule also applies where a check is drawn by C 
to the order of B to pay a debt of A owing to B; the third party 
drawer C is liable on the check which is founded on valid con- 
sideration.**” The N.I.L. rule would further apply where debtor 
indorses to his creditor a check drawn to his (debtor's) order.* 
Moreover, one to whom a check is transferred as security for an 
existing debt or for a new loan is a holder for value.** 

The Code retains the basic N.I.L. rule but does so with double- 
barrelled provisions, giving recognition to the Code distinction 
between “value” (important on the question of whether the holder 
is a particular kind of holder) and “consideration” (whether the 
obligation of a party can be enforced against him.)*> Thus, the 
Code provides that a holder takes the instrument for value when 
he takes it “in payment of or as security for an antecedent claim 
against any person whether or not the claim is due”;?* and also that 
“no consideration is necessary for an instrument or obligation 


18. N. I. L. 857 and U. C. C, 
§3-305 (2). 

19. N. I. L. §25, first sentence, 
supra note 5. 

20. N. I. L. §25, second sentence. 

21. Britton on Bills and Notes §94 
at pp. 369 et seq. 

22. Sullivan v. Idaho Wholesale 
Grocery Co. (1926) 48 Idaho 149, 
249 Pac. 895, 43 B. L. J. 921; Harris- 
Emery Co. v. Howerton (1912) 154 
Iowa 472, 184 N. W. 1068, 29 B. L. J. 
434; Schofield v. Texas Bank & Trust 
Co. (Tex., 1915) 175 S. W. 506, 32 


B. L. J. 392. 

23. Third Nat. Bank v. Poe (1908) 
5 Ga. App. 118, 62 S. E. 826, 26 
B. L. J. 89; Johnson v. Harrison 
(1912) 177 Ind. 240, 97 N. E. 930, 
87 B. L. J. 522; In re U. S. Hair Co. 
(C. A., N. Y., 1917) 289 Fed. 703. 


24. German American Bank v. 
Wright (1915) 85 Wash. 460, 148 
Pac. 769. 

25. U. C. C. §3-303 Comment 2. 
See §4.2 supra. 


26. U. C. C. §3-803 (b). 
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thereon given in payment of or as security for an antecedent ob- 
ligation of any kind.” 

While the double-barrelled Code approach to the matter of 
“value” and “consideration” differs considerably in form from the 
N.I.L. approach, it would seem that the Code does not change 
prior substantive law as to “value” or “consideration” where a 
check is given or transferred to satisfy or secure an antecedent 
claim. 


§ 4.6. Bank credit as value. Assume that drawer D draws a 
check on Bank B to the order of A. A then deposits the check for 
collection in bank C and receives credit in his account for the 
amount of the check. Is Bank C a holder for value? In other 
words, does the deposit credit constitute value under the Ne- 
gotiable Instruments Law? 

It might be affirmatively argued that deposit credit is a form of 
value or consideration the same as any other kind.** Contrariwise, 
it might be argued that, in the typical deposit credit situation, the 
bank reserves a right to charge back the check if it is returned un- 
paid, and that the depositor receives nothing but a bookkeeping 
entry conferring no benefit on him until the check is collected or 
the bank permits him to withdraw the proceeds.”® 

Some aid in answering the above question is given by the Bank 
Collection Code in those states where it is operative. The B.C.C. 
gives ownership rights to a bank that permits withdrawal of de- 
posit credit prior to payment of a check.*® It also provides that 
subsequent holders shall have the right to rely on the presumption 
that the bank of deposit is the owner of the item, although this 
presumption is stated as not changing the agency relationship of 
the bank of deposit with the depositor.** 

The courts appear to take three divergent positions. First, some 
courts have held that merely crediting the account consitutes 
value.*? Second, some courts have taken the view that a bank is 


27. U. C. C. §3-408. 

28. N. I. L. $25, first sentence, 
supra note 5. ; 

29. See N. I. L. §54 supra note 14. 

30. B. C. C. §2 states “. 
Where any such bank allows any 
revocable credit for an item to be 
withdrawn, such agency relation shall 
nevertheless continue except ‘the bank 


shall have all the rights of an owner 
thereof against prior and subsequent 
parties to the extent of the amount 
withdrawn.” 

81. B. C. C. 84. See discussion of 
depositor—collecting bank relationship 
generally in Chapter 8. 

32. Dietrick v. MacCarthy (D. C., 

Mass., 1986) 18 F. Supp. 850; First 
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not a holder for value if there is sufficient credit in the account to 
cover the check on a charge back regardless of whether the pro- 
ceeds of the check itself have been withdrawn.** The third rule, 
adopted by most courts, is that the bank is not a holder for value 
unless or until the amount of the check is withdrawn by the de- 
positor.** These courts would regard a bank as holder for value 
if the proceeds of the check are withdrawn** and would regard 
the bank as a holder for value pro tanto if there has been partial 
withdrawal of the proceeds.** 

In the typical deposit relationship where there are, from time 
to time, deposits of checks to the depositor’s order and withdraw- 
als from the account effected by other checks drawn by the de- 
positor himself, when might it be said that the proceeds of a 
particular check are withdrawn? Most courts follow the “first in 
first out” rule. Under that rule, if a bank opens a new account 
for a depositor, receiving for deposit a $100 check on Monday, 
another $100 check on Tuesday and a third $100 check on Wed- 
nesday, and then on Thursday the depositor withdraws $100 and 
on Friday also withdraws $100, the bank would have given value 


Nat. Bank v. Cross & Napper (La. 
App., 1934) 157 So. 636, 52 B. L. J. 
235; Blacher v. National Bank of 
Baltimore (1926) 151 Md. 514, 1385 
Atl. 383, 49 A. L. R. 1866, 44 B. L. J. 
175. 

Beutel considers these cases as 
reaching the proper result. Beutel’s 
Brannan Negotiable Instruments Law 
(7th Ed.) p. 499. 


33. National Bank of Commerce 
v. Morgan (1921) 207 Ala. 65, 92 
So. 10, 24 A. L. R. 897; American 
Surety Co. v. Industrial Savings Bank 
(1928) 242 Mich. 581, 219 N. W. 
689, 45 B. L. J. 856. 


34. An illustrative case is Citizens 
State Bank v. Cowles (1905) 180 
N. Y. 846, 73 N. E. 33. Cases are 
collected in Beutel’s Brannan, supra 
note 32, pp. 498-499 and Britton on 
Bills and Notes p. 394 footnote 1. 

See also annotation “Crediting pro- 


ceeds of negotiable paper to deposi- 
tor’s account, as constituting a bank 
a holder in due course”, 59 A. L. R. 
(2d) 1178. 

35. Hancock v. State Bank (1952) 
213 Miss. 295, 56 So. (2d) 819, 69 
B. L. J. 329; First Nat. Bank v. Moore 
(Tex., 1949) 220 S. W. (2d) 694, 
66 B. L. J. 649; South End Bank & 
Trust Co. v. Nasin (1960) 147 Conn. 
215, 158 Atl. (2d) 591, 77 B. L. J. 
483. 

36. National Bank of Phoenixville 
v. Bonsor (1909) 38 Pa. Super. 275, 
$1 B. L. J. 841; Second Nat. Bank v. 
Breiting (1922) 203 App. Div. 636, 
197 N. Y. S. 375, 40 B. L. J. 255. 

B. C. C. §2 provides that where 
the bank “allows any revocable credit 
for an item to be withdrawn .. . 
the bank shall have all the rights of 
an owner thereof against prior and 
subsequent parties to the extent of 
the amount withdrawn.” 
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on the Monday check at the time of the first withdrawal and on the 
Tuesday check at the time of the second withdrawal.** 

The Uniform Commercial Code, in Article 4, fixes the rights 
of a bank with respect to checks deposited with it for collection by 
giving the bank a “security interest” in the check where credit 
has been withdrawn or applied, where credit has been given 
available for withdrawal as of right (whether or not withdrawn) 
or where the bank makes an advance on or against the check.* 
The Code, in the typical deposit credit situation, follows the 
majority rule under prior law;*® but makes special provision as 
to the giving of value where the depositor has received some bene- 
fit in addition to the mere entry of credit.*® 

The Code also provides that, where credit is given for several 
checks deposited simultaneously and a partial withdrawal of the 
credit takes place, “the security interest remains upon all the 
items.” 41 This clears up a doubtful area under prior law.*” 

In addition, the Code adopts the “first in first out rule.” ** 

The effect of a security interest under Article 4 of the Code 
is that a bank “has given value” to the extent of its security in- 
terest in order to determine its status as a holder.** Moreover, 
it is provided elsewhere in the Code that any holder takes a check 
for value to the extent that “he acquires a security interest in or 
a lien on the instrument otherwise than by legal process.” * 


37. This rule is sometimes referred 
to as the rule in Clayton’s Case 
(Eng., 1816) 1 Mer. 572. Followed 
in First Nat. Bank v. Court (1924) 
183 Wis. 203, 197 N. W. 798. 

See discussion Britton on Bills and 
Notes p. 396 et seq. See also Clarke, 
Bailey & Young, Bank Deposits and 
Collections under the Uniform Com- 
mercial Code p. 56. 

38. U. C. C. §4-208 (1). 

39. See text at note 34 supra. 

40. “In general, it may be said 
that Section 4-208 (1) is designed to 
give protection in any case in which 
it is not clear that the bank pur- 
chased the item outright, but in which 
it is clear that the bank has done 


something, of advantage to the de- 
positor, more than giving the deposi- 
tor a mere credit on the bank’s 
books.” Clarke, Bailey & Young, 
supra note 37, p. 55. 

41. U. C. C. §4-208 (2) first sen- 
tence. 

42. Britton on Bills and Notes, p. 
397, indicates that it is not clear 
whether a possessory lien would be 
proportionately spread over all items 
deposited at the same time to the 
extent of credit withdrawn. 

43. U. C. C. §4-208 (2) last sen- 
tence. 

44. U.C. C. §4-209. 

45. U. C. C. §3-303 (a). 
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§ 4.7. What else may constitute value? It has already been 
indicated that value or consideration includes an antecedent debt 
but would not, in most jurisdictions, include the mere giving by 
itself of revocable bank credit upon deposit of a check. 

Under the N.LL., it is provided: “Where the holder has a lien 
on the instrument, arising either from contract or by implication 
of law, he is deemed a holder for value to the extent of his lien.” * 

The Code restates the N.I.L. rule: “A holder takes the instru- 
ment for value . . . to the extent that . . . he acquires a security 
interest in or a lien on the instrument otherwise than by legal 
process.” 47 

The exclusion of a lien arising by reason of legal process seems 
proper; an attaching creditor of the holder of a check or the re- 
ceiver or trustee in bankruptcy of the holder should acquire no 
greater rights in the check than the holder himself.** 

The Code also provides that a holder takes an instrument for 
value “when he gives a negotiable instrument for it or makes an 
irrevocable commitment to a third person.” This codifies a rule of 
prior law, although there is no N.I.L. equivalent.* 

The Code also makes it clear that a holder takes for value “to 


the extent that the agreed consideration has been performed.”®° 
Thus an executory promise to give value is not value except where 
there is an exchange of instruments or an “irrevocable commitment 
to a third person.” 4 


the check will be liable upon it even 
though it turns out that the bank 


46. N. I. L. §27. 
47. U. C. C. §3-303 (a). 


48. See Comment 4 to U. C. C. 
§3-303. See also Armstrong v. War- 
ner (1892) 41 Ohio St. 376, 31 N. E. 
877 (receiver not a bona fide holder. ) 

49. U. C. C. §3-303 (c). Britton 
on Bills and Notes §88 p. 401 et seq. 
states that an exchange of negotiable 
instruments is value. This would 
probably accord with N. I. L. §54 
supra note 21. 

Where the holder of a bank draft 
transfers it to another person in ex- 
change for the latter’s check of equal 
amount, each instrument, in the ab- 
sence of fraud, constitutes a consid- 
eration for the other. The drawer of 


draft cannot be collected at its face 
value. Brennan v. Schad (1928) 106 
W. Va. 356, 145 S. E. 645, 46 B. L. 
J. 128. 

If the drawer of a check delivers 
it to the payee in exchange for the 
check of a third person, the drawer 
is liable even though the check of the 
third person is dishonored upon pre- 
sentment. Shannon v. Horley (1900) 
82 Misc. 623, 66 N. Y. S. 471, 22 
B. L. J. 398. 

50. U. C. C. §3-303 (a). 

51. Comment 8 to U. C. C. §3-303 
states that an apparent conflict be- 
tween N. I. L. §25 first sentence 
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§ 4.8. Accommodation checks. The rules which regulate the 
liability of parties to accommodation paper have little application 
to bank checks, for the apparent reason that checks are rarely 
signed for accommodation. An accommodation instrument is one 
to which one of the parties puts his name for the purpose of loaning 
his credit to some other person, who is to provide for its payment 
at maturity. A check, being payable immediately upon demand, 
is not ordinarily resorted to as a means of loaning credit in this 
manner. A person might, of course, draw his check and deliver 
it to the payee merely by way of accommodation, with the under- 
standing that the payee would provide the money for the payment 
of the check prior to its presentment for payment. In such a case 
the drawer would be liable on the check in the same manner as 
though it had been delivered upon a sufficient consideration with 
the exception that it could not be enforced against him by the 
accommodated party, the payee. The drawer, in such a case, would 
be liable to a holder for value, even though such holder had knowl- 
edge of the circumstances under which the check was given. ®? 


It should be noted, however, that in a certain sense the certifi- 
cation of the check or the drawing of a cashier’s check may be an 
accommodation by the bank for its depositor. Of course, the bank 
is entitled to and usually does charge the drawer’s account at the 
time it gives its certification or draws the cashier's check. 


§ 4.9. Gift of Check. A gift is defined as a voluntary and 
gratuitous transfer of property. It is said that a gift is a contract, 
but it differs from the ordinary contract in that it is made without 
consideration moving from the transferee. The gift, to be valid, 
must be completely performed. If anything remans to be done to 
complete the gift, that part which remains undone cannot be en- 
forced. If the gift is not completed during the lifetime of the 
donor his death revokes that part which has been performed. 
Delivery of the subject of the gift is one of the essential steps in 
the completion of a valid gift. The owner must part with his 


(supra note 5) and N. I. L. 854 
(supra note 14) is resolved under 
the Code. 

52. N. I. L. §29 and U. C. C. 
§3-415 relate to the rights and liabili- 
ties of accommodation parties to ne- 
gotiable instruments with probably 
little or no difference in substantive 


results, where accommodation checks 
are involved. 

For cases involving accommoda- 
tion checks, see First Nat. Bank v. 
Gibbs (1923) 84 Ind. App. 491, 141 
N. E. 264, 41 B. L. J. 385; Harris v. 
Fowler (1908) 59 Misc. 523, 110 N. 
Y. S. 987 
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dominion and control before the gift can take effect. But, when 
the owner has parted with his control and delivered the subject 
matter to the donee with intent to give, the gift is completed and 
cannot be repudiated by the donor. 

If a man promises to give a certain amount of money to another 
at a future date, this is a mere promise which, being unsupported 
by a consideration, cannot be enforced in'law. If, however, the 
cash is actually delivered there is a completed gift and it is irre- 
vocable. If, instead of delivering cash by way of gift, the donor 
delivers his check on his banker and the payee takes it to the 
bank and has it paid or certified, the gift is likewise completely 
executed and irrevocable. 

But in a number of cases it has appeared that the drawer of 
a check has handed it to the payee, intending a gift of the amount 
of money for which the check is drawn; the payee has presented 
the check for payment to the drawee bank and payment has been 
refused (usually because of the death of the drawer); the payee 
has then attempted to enforce the check against the drawer, if 
living, or against his estate, where the drawer is dead. In such 
instances, however, the courts have held that the payee holds 


nothing more than the drawer’s mere order or promise to pay, 
which being without consideration, confers upon the payee no 
enforceable right. 

The point that the delivery of a check by the drawer to the 
payee is nothing more than a promise to give, which cannot be 
enforced by the payee, was directly decided in England as early 
as the year 1865. In that case, a father on returning from a journey 


53. The delivery of a check with 
the intention of making a. gift of the 
amount does not itself constitute a 
gift of the amount. Where the payee 
sent such a check through for collec- 
tion, the check was retuned because 
the signature was incorrect and the 
drawer died the following day, it was 
held that the payee could not enforce 
the check against the drawer’s execu- 
tor. Edwards v. Guaranty Trust & 
Savings Bank (1920) 47 Cal. App. 
86, 190 Pac. 57, 37 B. L. J. 548. 

Where payee indorsed and depos- 
ited gift check in payee’s own account 


with the drawee bank, there was a 
valid gift. Conners v. Murphy (1926) 
100 N. J. Eq. 280, 134 Atl. 681, 53 
A. L. R. 1115, 44 B. L. J. 50. 

Under certain circumstances the 
act of delivering a gift check when 
the donor is near death may be held 
valid as a so-called “gift causa mor- 
tis.” Burks v. Burks (1953) 222 Ark. 
97, 257 S. W. (2d) 369, 38 A. L. R. 
(2d) 589. 

See annotation “Donor’s own check 
as subject of gift”, 38 A. L. R. (2d) 
594, 
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placed a check for 2900 in the hands of his infant son, and said 
to his mother and nurse, “I give this to baby; it is for himself and 
I am going to put it away for him.” He then locked the check 
up in his safe and died suddenly a few days afterwards. It was 
held that there was neither a perfect gift to, nor a valid declaration 
of trust in favor of, the infant. ** 

The death of the drawer and donor of a check revokes the 
payee’s authority to receive the amount specified in the check. It 
follows that money paid to the payee, after the drawer’s death, re- 
mains the property of the drawer’s estate. °> But in a Pennsylvania 
case it was held that where a check is drawn for the entire balance 
in the bank, and the drawer intends by the use of the check to 
make a gift to another of the entire fund, the check will operate 
as an equitable assignment. The position of the payee of the check 
was sustained in that instance. 56 


§ 4.10. Absence or failure of consideration. The Negotiable 
Instruments Law provides that absence or failure of consideration 
is matter of defense as against any person not a holder in due 
course; and partial failure of consideration is a defense pro tanto, 
whether the failure is an ascertained and liquidated amount or 
otherwise. The Code has a similar provision. ** . A party may be 
estopped by his conduct, however, from asserting that there was 
no consideration for the making and delivery of a check. ** 

It was held that there was no failure of consideration where 
the defendant gave the plaintiff a check on the purchase price of 
real estate under a written agreement signed by the plaintiff to 
convey the property, containing a provision for the making of the 
contract the next day, and where the defendant refused to sign a 
contract in accordance with the terms of the first written agreement. 
The check was given for a good consideration, namely, the first 


54. Jones v. Lock (Eng., 1865) 
14 W. R. 149. 

If a bank pays a check, delivered 
to the payee as a mere gift, after the 
death of the drawer, with knowledge 
of that fact, it is liable for the amount 
of the check to the drawer’s estate. 
Pullen v. Placer County Bank (1902) 
138 Cal. 169, 66 Pac. 740, 20 B. L. 
J. 253, 22 B. L. J. 400. 


55. In re Stacey’s Estate (1915) 
89 Misc. 88, 152 N. Y. S. 717, 32 
B. L. J. 526. 

56. Taylor's Estate (1898) 154 
Pa. 183, 25 Atl. 1061. See also Chap- 
ter 1 §1.13 at note 87. 

57. N. I. L. §28 and U. C. C. 
§3-408. 

58. Buckley v. Collins (1915) 119 
Ark. 231, 177 S. W. 920; Shapiro v. 
Rosenstein (1916) 65 Pa. Super 273. 
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agreement; that agreement remained in effect and could be en- 


forced. 5° 


Questions involving illegal consideration or checks given under 


duress are discussed elsewhere. ® 


59. Caren v. Liebovitz (1906) 113 
App. Div. 674, 99 N. Y. S. 952. 

But where a check is given in pay- 
ment for goods and the contract of 
sale is subsequently cancelled by mu- 
tual agreement, the payee cannot 
enforce the check against the drawer. 
Pacific Ready-Cut Homes v. Bracht 


(1928) 89 Cal. App. 250, 264 Pac. 
519, 45 B. L. J. 647. 

Under U. C. C. §3-303, an execu- 
tory promise to give value is not 
(except as specified in that section) 
value. See §4.7 note 51 supra. 


69. See Chapter §6.16. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 


and the bank student seeking advancement. 


Bank Not Allowed to Set Off Funds Deposited for 
Special Purpose Against Debt Due from Depositor 


An officer of Eastern Investment and Development Corpora- 
tion arranged for two substantial deposits by Cleveland Trust 
Company in Peoples Union Bank and Trust Company in return 
for certificates of deposit made out to Cleveland Trust Com- 
pany, in order to influence Peoples Union to grant loans to 
Eastern. At the time the officer arranged for the second deposit 
by Cleveland Trust, he also arranged for a $200,000 loan from 
Peoples Union to Eastern. Thereafter the officer absconded 
leaving Eastern without assets. 


People’s Union attempted to set off Eastern’s debt to it with 
the funds represented by the second certificate of deposit on 
the theory that the funds with which the certificates of deposit 
had been purchased had been loaned to Eastern by Cleveland 
Trust and, therefore, were Eastern’s property. 


The court held that Peoples Union was not entitled to the 
set off even if Eastern had purchased the certificate with bor- 
rowed funds. It is the law of Pennsylvania, the court stated, 
that when a person deposits another person’s money in his own 
name, the bank cannot deny the first person’s title to the money. 
The court, however, based its ruling on the proposition that 
when funds are deposited for a special purpose known to the 
bank, they cannot be set off against a debt due from the de- 
positor. The court held that Peoples Union knew that the 
certificates of deposit were to be used for a special purpose 
since the bank placed title to the certificate in the name of one 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 405. 
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other than its depositor. R. M. Bourne & Company v. Peoples 
Union Bank and Trust Company, Supreme Court of Pennsyl- 
vania, 172 A.2d 814. The opinion of the court follows: 


COHEN, J.—This action in assumpsit was brought by R. M. Bourne 
& Company (Bourne), nominee of the Cleveland Trust Company, and 
the Cleveland Trust Company (Cleveland Trust) against Peoples Union 
Bank & Trust Company (Peoples Union) of McKeesport, Pennsylvania. 
The plaintiffs sought to recover the sum of $201,075.14, with interest. 
The lower court, sitting without a jury, awarded plaintiffs the damages 
prayed for. Peoples Union has appealed from the judgment entered after 
dismissal of its exceptions. 

The facts as set forth in the opinion of the trial court are as follows: 


For some years prior to December, 1957, Eastern Investment and 
Development Corporation (Eastern), now bankrupt, was a depositor in 
Peoples Union. Although the balance of Eastern had been substantial 
during much of this time, it had dwindled to approximately $2,000 by 
December of 1957. During the month of December, 1957, Earl Belle, an 
executive Vice-President of Eastern, approached C. E. Palmer, Presi- 
dent of Peoples Union and informed him he had a “friend” who would 
be willing to make a deposit of $400,000 in the bank in return for a six 
months’ certificate of deposit in that amount at 214% interest if such 
arrangement was acceptable to the defendant bank. Palmer agreed 
to accept the deposit, and Belle then promised to furnish him with 
the name of the person to whom the certificate should be made payable. 

Thereafter, Belle, acting on behalf of Eastern, which he apparently 
controlled, consulted with a note and money brokerage firm in New 
York, by the name of Garvin, Bantel & Company (Garvin), and made 
known to this firm his desire to have money placed on deposit in the 
defendant bank in the sum of $400,000. Belle informed the represen- 
tative of Garvin, whom he had consulted about this deposit, that he 
wanted the transaction arranged at the lowest possible rate of interest. 

Garvin then contacted Cleveland Trust, one of the plaintiffs, in con- 
nection with Belle’s proposition and furnished Cleveland Trust with 
the name of Peoples Union as the bank which would issue the certificate 
of deposit. After checking the financial condition of Peoples Union 
in the bankers’ “blue book,” Cleveland Trust agreed to make the de- 
posit for 5% interest, payable in advance. Garvin then notified Belle 
that the deposit could be arranged for 544% interest, payable in ad- 
vance. Belle notified Palmer, President of Peoples Union, and directed 
that the certificate be made payable to Bourne. 

In addition to the certificate of deposit, which Cleveland Trust re- 
quired from Peoples Union, Cleveland Trust also insisted that Eastern 
give it a note covering the amount on deposit as additional security to 
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cover the possibility or contingency of Peoples Union’s failure. A note, 
payable to Cleveland Trust, was then executed in the sum of $400,000 
by Belle as an officer of Eastern. At the same time Eastern forwarded 
the interest in advance, in compliance with the conditions imposed by 
Cleveland Trust. Peoples Union, at the direction of Belle, then for- 
warded the certificate of deposit in the amount of $400,000 to the Chase 
Manhattan Bank of New York, the New York correspondent for both 
Cleveland Trust and Peoples Union. 

On December 11, 1957, after receiving the certificate of deposit and 
under express instruction from Cleveland Trust, the Chase Manhattan 
Bank charged Cleveland Trust’s account in the sum of $400,000 and 
credited Peoples Union in a like amount. Chase Manhattan Bank then 
mailed the certificate of deposit to Bourne in care of Cleveland Trust. 

As later events seemed to prove, Belle, in arranging for this deposit 
in Peoples Union by Cleveland Trust, was trying to build up good will 
with Peoples Union, so as to be able to influence the Board of Directors 
- of Peoples Union for possible future loans to Eastern. 

In February, 1958, Belle, on behalf of Eastern, negotiated a loan with 
Peoples Union in the amount of $200,000. The only precaution taken 
by Peoples Union to secure this loan was to receive the personal guaran- 
tee of the three officers of Eastern, namely, Belle, Burton Talenfeld 
and Murray Talenfeld. While Belle was negotiating this loan, he casu- 
ally mentioned to Palmer that he would try to get him another deposit 
of $200,000. This, the trial judge found, was an apparent inducement 
on the part of Belle to get the bank to loan Eastern the $200,000. At 
the same time that Belle was negotiating the loan with Peoples Union, 
he was negotiating a similar loan with the Security National Bank of 
Huntington, New York. Belle likewise informed this bank that he had a 
friend who would deposit $200,000 with it. In fact, Belle did arrange, 
through Garvin, to get Cleveland Trust to deposit another $200,000 in 
Peoples Union and a like amount in Security National Bank of Hunting- 
ton, New York. To do so he had to execute a judgment note of Eastern, 
payable to Cleveland Trust, in the sum of $400,000. This note was ap- 
parently issued to protect Cleveland Trust in case either or both of the 
vanks failed and would be unable to repay the amount of deposit. 
Peoples Union issued its certificate of deposit on February 28, 1958, 
payable to Bourne for $200,000; and Cleveland Trust authorized Chase 
Manhattan Bank to credit Peoples Union with an additional $200,000. 

On April 7, 1958, Belle bought all the outstanding stock of Eastern, 
including the stock held by the two Talenfelds previously mentioned. 
He notified Peoples Union of this fact and stated that the Talenfeld 
brothers desired to be released from their personal guarantees of East- 
ern’s $200,000 indebtedness to Peoples Union. Although Eastern had not 
made any principal payments on this loan up to that time, Peoples 
Union, by Board action on April 28, 1958, agreed to release the Talen- 
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felds from their guarantees. On May 14, 1958, Peoples Union accepted, 
in place of the old note of Eastern, which was dated February 28, 1958, 
a new note dated May 14, 1958, and at the same time surrendered the 
previous letter of guarantee signed by the three officers of Eastern and 
their wives, accepting in its place the new letter of guarantee signed 
only by Belle and his wife. 

In the stipulation filed in this case by Peoples Union, they state that 
in releasing the Talenfelds they did not rely upon the existence of this 
deposit or the acceptance of any time certificate of deposit which was 
outstanding and in the name of Bourne. 

On June 11, 1958, Peoples Union paid off the first certificate of de- 
posit by issuing a third certificate of deposit in the sum of $400,000, pay- 
able to Bourne. On or about July 4, 1958, Belle removed or substantially 
destroyed all the records of Eastern and with his wife absconded by 
flying to Rio de Janeiro, Brazil. When Peoples Union, who had not re- 
ceived any principal payments on its loan of $200,000 to Eastern, learned 
that Belle had absconded and realized that Eastern had practically no 
assets, it credited against this principal sum of $200,000 the amount of 
$563.74, which remained on deposit in Eastern’s account with Peoples 
Union at that time, leaving a balance of $199,436.26. Peoples Union then 
caused a judgment by confession to be entered against Eastern for this 
amount. Peoples Union was then holding a large claim against a bank- 
rupt corporation which had no assets. 

On July 16, 1958, after the financial condition of Eastern was made 
known to the public and Belle’s chicanery revealed, Cleveland Trust 
sent a telegram to Peoples Union to the effect that it held for payment 
the two certificates of deposit then outstanding, and asked for a con- 
firmation. On July 17, 1958, Peoples Union replied by way of a tele- 
gram confirming the fact that the certificates were outstanding. 

Later, Peoples Union conducted an investigation into the facts and 
circumstances surrounding the three transactions between Eastern, Cleve- 
land Trust and Garvin which resulted in the purchase of the certificate 
of deposit. Upon then learning for the first time that these transactions 
were recorded by both Cleveland Trust and Garvin as loans to Eastern 
which recited the certificates as collateral, Peoples Union took the posi- 
tion that the funds with which the certificates were purchased actually 
belonged to Eastern and decided to withhold the amount of their judg- 
ment against Eastern as a set off against the funds represented by the 
second certificate of deposit. 

The trial judge found that there were certain circumstances sur- 
rounding the purchase of the certificate of deposit whereby, as between 
Eastern and Cleveland Trust, the transaction would appear to have 
been a loan with the certificate in question pledged as collateral. Never- 
theless, he ruled that the transaction as a whole was primarily a deposit 
by Cleveland Trust of its own money and for its own account. He found 
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that Eastern (not Belle, acting for Eastern) never had its hands on 
either the money or the certificate and that Eastern never had any bene- 
ficial interest in either the funds represented by the certificate or in the 
certificate itself. He concluded that the defendant, Peoples Union, had 
no right to assert any set off against the funds | or the certificate based on 
the debt it held against Eastern. 

We are of the opinion that the judgment of the court below must be 
affirmed whether we adopt the finding that the transaction was a de- 
posit by Cleveland Trust of its own money for its own account or whether 
we overrule that determination and view the transaction as a deposit 
by Eastern of money that it had borrowed from Cleveland Trust. 

If the transaction is treated as a deposit by Cleveland Trust of its own 
money for its own account, then Peoples Union obviously is not entitled 
to set off Eastern’s debt and must pay Cleveland Trust or its nominee 
Bourne the face amount of the certificate in addition to interest. 

But even if we adopt the theory that Cleveland Trust loaned $200,000 
to Eastern and Eastern purchased the certificate of deposit with the bor- 
rowed funds, two barriers would still stand in the way of Peoples Union's 
right to a set off. The first is the rule of law set forth in First National 
Bank of Lock Haven v. Mason, 1880, 95 Pa. 113, which, in its simplest 
terms, stands for the general proposition that when “A” deposits, in his 
own name, “B’s” money in “C” bank, “C” bank may not deny “A’s” title 
to the funds and cannot set off a debt owed the bank by “B” when “A” 
demands the funds. The Mason case was concerned with funds in a 
checking account, but the principle of law has been applied to other 
situations. While we have now been asked to extend the Mason doc- 
trine to the case before us involving a non-negotiable certificate of de- 
posit, we need not determine that issue since we have decided to base 
our ruling on another ground—the inability of a bank to set off a debt 
against a special deposit. 

“It is a general rule that funds deposited in a bank for a special pur- 
pose, known to the bank, or under a special agreement, cannot be set 
off by the bank against a debt due to it from the depositor.” 5 Michie, 
Banks & Banking § 129 (Perm.Ed.1950). 

If Peoples Union now desires to view this transaction as a deposit 
of Eastern’s money, it must also recognize that the deposit was made by 
Eastern to obtain a certificate of deposit which was to be used as col- 
lateral for a loan obtained from a third party. As such this was clearly 
a deposit for a special purpose. 

In Snyder v. Southwestern National Bank, 1928, 294 Pa. 1, 143 A. 
206, this court denied a bank the right to set off a debt owed it by a 
depositor against a certificate of deposit which had been obtained from 
the bank by the depositor and assigned, as collateral, to the state treas- 
urer. We found there that a statement on the certificate that it was to 
be held by the state treasurer and other factors constituted notice to the 
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bank that the depositor intended to assign the certificate. In the case 
at bar Peoples Union had comparable notice since the certificate was 
made out to a third party; and, under its own theory of the transaction, 
Peoples Union must have realized that the certificate was to be used 
as collateral for a loan. At any rate Peoples Union cannot now maintain 
that they did not know that the certificate was to be used for a special 
purpose since that bank placed title to the certificate in the name of 
one other than its depositor. 

Since the deposit has all the indicia of a special deposit and since 
Peoples Union has stipulated that it did not rely on the presence of 
this deposit when it made the loan to Eastern, we have no reluctance in 
applying the rule that a bank cannot apply a special deposit as a set off 
to a debt owed it by the same depositor. 

Judgment affirmed. 


Fraudulent Procurement of Note May Be a 


Defense Even Though Signed With Knowledge 
That it Is Negotiable Instrument 


The Appellate Division of the Superior Court of New Jersey 
recently rejected a defense of fraud in the factum by the maker 
of a promissory note in a suit by a holder in due course. (78 B. 
L. J. 591). Upon the maker’s petition for a rehearing the court 
reaffirmed its earlier decision in favor of the holder in due 
course. 

The maker had allegedly been deceived as to the identity 
of the payee and the amount of the note. The court concluded, 
however, that the maker had been aware in a general way that 
it was a negotiable instrument he was signing and held that he 
had failed to exercise the degree of care required of him in as- 
certaining the essential terms of the note in order to defeat a 
holder in due course. Since the defense goes to the substance of 
a contract, the court indicated that the defense of fraud in the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 598. 
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factum might be sustained in some instances where the maker 
had been fraudulently deceived as to the terms of the note pro- 
vided that he exercised an “unusually high degree of care.” 

In its discussion of fraud in the factum as a defense the court 
set forth what it considered might be mitigating circumstances 
which would justify a finding that the maker had not been 
negligent: physical disability (blindness), illiteracy, unfamil- 
iarity with the English language, low general intelligence, un- 
familiarity with commercial transactions, unavailability of in- 
terpretative aid, and misrepresentation by means of physical 
deception (e.g., substitution of papers by sleight of hand). 
Bancredit, Inc. v. Bethea, Superior Court of New Jersey, Ap- 
pellate Division, 172 A.2d 10. The opinion of the court follows: 


FREUND, J. A. D.—This appeal from judgment entered in plaintiff's 
favor on a promissory note was originally resolved by us in favor of af- 
firmance as to the adult maker of the note, Tony Bethea, and reversal 
and remand for factual determinations regarding the asserted defense of 
infancy of his co-maker, Lynn Bethea. Bancredit Inc. v. Bethea, 65 
N.J.Super. 538, 168 A.2d 250 (App.Div.1961). The instant rehearing is 
limited solely to discussion of the issue of fraud in the factum, as it re- 
lates to the scope of Tony Bethea’s knowledge of the nature of the in- 
strument he was signing and his negligence in so inscribing it. 

Defendant brings to our attention that portion of his testimony (65 
N.J.Super., supra, at p. 544, 168 A.2d, at p. 253) in which he states that 
he “signed a paper to get $500 from Beneficial Loan.” Bethea urges 
that the court misconceived the import of this testimony and mistakenly 
assumed that Bancredit and Beneficial Loan were one and the same con- 
cern. In fact, we are now told by his attorney, Bethea was not aware 
of the character of the instrument he signed, but rather thought he was 
signing an application for a loan in the amount of $500 from Beneficial 
Finance Company, a separate and distinct organization from plaintiff. 
We are asked to characterize the latter form of deception as so essential 
to the making of the contract as to amount to fraud in the execution 
thereof. 

We are satisfied, after review of the record as settled by the trial 
judge, R.R. 1:6-3, and consideration of the points raised in the briefs and 
at oral argument of the rehearing, that reasonable fact-finders could not 
differ as to Tony Bethea’s knowledge that the instrument he was signing 
was a negotiable promissory note. Not only is there Bethea’s own testi- 
mony that he “signfed] papers to borrow $500,” and that he “[knew] I 
signed it for [a] loan”; there is also the undisputed proof that he and Lynn, 
shortly after they had affixed their signatures, were given a coupon book 
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with a schedule of payments, from which they made three monthly pay- 
ments before defaulting. It is thus incontrovertible that Bethea was 
aware of the general form of the obligation he had undertaken, at least 
insofar as it bound him to make monetary repayments at fixed intervals. 


The question is raised, however, as to the possible legal effect, on the 
defense of fraud in the factum, of Bethea’s alleged misunderstanding of 
the identity of the payee of the instrument (he believed it to be Bene- 
ficial Loan when it was in fact Chippy’s, and, by express assignment, 
Bancredit ), as well as his professed deception as to the amount of the 
note. This question recommends to us a re-examination of the pertinent 
principles shaping the defense of fraud in the factum, with particular 
attention to our statement in New Jersey Mortgage and Investment Co. 
v. Dorsey, 60 N.J.Super, 299, 302, 158 A.2d 712, 714 ( App.Div.), affirmed 
33 N.J. 448, 165, A.2d 297 (1960), defining the defense as “such fraud 
in the procurement of the execution of a note or bill as results in the 
signers being ignorant of the nature of the instrument he is signing.” 
(Emphasis added). We will consider particularly, in light of our factual 
determination hereinabove, whether the maker’s knowledge merely of the 
negotiable character of a note conclusively establshes awareness of its 
“nature” and thus precludes assertion of fraud in the factum. 

The defense of fraud in the factum presents in theory a somewhat 
confused intermingling of tort and contract principles. At the heart of 
the assertion of non est factum is the absence of that degree of mutual 
assent prerequisite to formation of a binding contract; absent the prover- 
bial “meeting of the minds,” one cannot be said to have obligated him- 
self in law and the purported transaction is regarded as void. This is 
basic contract doctrine. New Jersey Mortgage and Investment Co. v. 
Dorsey, supra (60 N.J.Super. at pp. 303-304, 158 A.2d at pp. 714-715); 
C. I. T. Corp. v. Panac, 25 Cal.2d 547, 154 P.2d 710, 160 A.L.R. 1285 
(Sup.Ct. 1944); 1 Williston, Contracts (3d ed. 1957), § 95A, p. 350; 5 
Williston, Contracts (Rev. ed. 1937), § 1488, p. 4154; Restatement, Con- 
tracts, (1932), § 475. See Note, 7 Rutgers L.Rev. 405, 409 (1952). 
Thus, where the signer of the instrument has been led to believe and does 
believe that he is signing something of a different character from the note 
he actually does inscribe, he has not in fact assented to the obligation 
represented by the paper. 

Nevertheless, where the circumstances demonstrate the basic ingre- 
dient of voluntary, physical inscription, there has been at least an out- 
ward manifestation of assent on the part of the signer, thereby bringing 


into play—as against a holder in due course—additional considerations 


grounded in equity but phrased in terms of negligence. The signer must 
in such a situation exercise the caution of a reasonably prudent man to 
determine the character of the paper upon which he has purposefully 
placed his signature. The rationale of such a requirement may be found 
in the desirability of preserving general confidence in commercial paper, 
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as well as in the equitable principle that where one of two innocent per- 
sons must suffer by the wrongful act of a third party, he who enabled 
the third party to perpetrate the wrong must sustain the loss. See Alex- 
ander v. Brogley, 63 N.J.L. 307, 308-309, 43 A. 888 (E. & A. 1899). In 
fact, not a few courts have articulated the maker's negligence in terms 
of estoppel to assert the defense of fraud in the factum. Briggs v. Ewart, 
51 Mo. 245 (Sup.Ct.1873); Citizens’ National Bank v. Smith, 55 N.H. 
593 (Sup.Ct.1875); Amato v. Fullington, 213 Or. 71, 322 P.2d 309, 315 
( Sup.Ct.1958 ). 

Britton, in his landmark discussion, “Fraud in the Inception of Bills 
and Notes,” 9 Cornell L.Q. 138, 153-55 (1924), attempted to reconcile the 
apparent conceptual dilemma of how an instrument void in its inception 
could subsequently be enforced according to its terms. He interpreted 
the “negligence” holdings to say merely that “proof that the signer was 
so situated that by the exercise of reasonable care he could have acquired 
this knowledge [of those facts essential to formation of a contract], shall 
have the same operative effect as his actual knowledge.” He then sug- 
gested the following as a unifying resolution of this problem: 


“The signer always possesses affirmative knowledge of some 
kind, even if it be nothing more than that he is conscious that he 
is signing his name. If, therefore, the cases in which the signer 
is held liable because of his negligence be critically examined with 
a view to discovering therein what mental elements were common 
in all cases, these new factors could be assembled in a statement 
which would assert that their existence operated as an indispens- 
able condition precedent to the existence of the negotiable contract. 
Such knowledge would constitute an irreducible minimum. The 
negligence aspect would then disappear, but the cases would be 
decided just as they are now decided.” 


The cases on this subject have nonetheless continued to speak in 
terms of the basic knowledge of the signer and the reasonableness of his 
failure to obtain additional information as to the nature and terms of 
the paper obligation. See Annotation, “Deception as to Character of 
Paper Signed as Defense as Against Bona Fide Holder of Negotiable 
Paper,” 160 A.L.R. 1295 (1946). See Uniform Commercial Code (1958), 
§ 3-305, provding that: 


“To the extent that a holder is a holder in due course he takes 
the instrument free from 
o o ° o oe 
“(2) all defenses of any party to the instrument with whom 
the holder has not dealt except 


° ° ° os 


“(c) such misrepresentation as has induced the party to sign 
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the instrument with neither knowledge nor reasonable opportunity 
to obtain knowledge of its charcter or its essential terms; . . .” 


The theoretical distinction is not entirely academic, viewing the 
question from a different angle. Considerations of negligence aside, one 
may only raise the defense of fraud in the factum if one has in fact been 
defrauded, and the answer to this question entails an inquiry into the 
precise manner and mode in which the maker was deceived—which in 
turn requires illumination of his actual knowledge at the time of signing. 

Further, with respect to the question of negligence, it is clear that 
the standard of care imposed on the signer may vary in degree according 
to the extent of his actual awareness of the nature of the instrument he is 
in fact signing. As stated in National Exchange Bank of Auburn v. 
Veneman, 43 Hun 241, 245 (Sup.Ct.1887), “The nature and character of 
the paper intended to be executed must always be considered in deter- 
mining the question of the defendant’s negligence.” Thus, where the 
signer does not intend to evidence a legal obligation, he is under a lesser 
duty of care than where he does mean to undertake a legal duty of some 
kind; and where he fully intends to bind himself on a commercial promis- 
sory instrument, he is under a duty to exercise the highest degree of care. 
United States v. Tholen, 186 F.Supp. 346, 362-364 (D.C.N.D.Iowa 1960) 
See Britton, Bills and Notes, (1943), § 130, p. 576; 1 Williston, supra, 
§ 95A, pp. 351-52. 

The view has been widely expressed that knowledge of the signer 
that he is inscribing a negotiable document will deprive him of a claim 
of ignorance of the “essential character” of the instrument and thereby of 
the defense of fraud in the factum, in spite of excusable deception as to 
certain of the contractual details. Cf. Fayette County Savings Bank v. 
Steffes, 54 Iowa 214, 215, 6 N.W. 267 (Sup.Ct.1880). See 8 Am.Jur., 
Bills and Notes, § 589, p. 295. We do not necessarily subscribe to this 
position and our previous statements, Bancredit, Inc. v. Bethea, supra 
(65 N.J.Super. at p. 544, 168 A.2d at p. 253), uttered against the totality 
of the facts herein, should not be so construed. 

The defense of fraud in the factum goes to the very substance of the 
contract, and the identity of the contractee, as well as the quantum of 
the obligation, is an essential component of the settled agreement. We 
would blind ourselves to commercial reality by denying that fraudulent 
identification of the obligee of an instrument, especially when considered 
in conjunction with alleged misrepresentations as to the amount of the 
obligation, could reasonably be interpreted as misstatement of an “essen- 
tial term” of the document. See Uniform Commercial Code, supra, 
§ 3-305(2) (c), and especially comment 7, explaining the Code provision 
as an extension of the defense of fraud in the factum “to an instrument 
signed with knowledge that it is a negotiable instrument, but without 
knowledge of its essential terms.” Cf. Asplund v. Marjohn Corp., 66 N.J. 
Super. 255, 267, 168 A.2d 844 (App.Div.1961). Therefore, were we, 





944 THE BANKING LAW JOURNAL 


solely for purposes of analysis, to separate the questions of knowledge 
and negligence, there would be some merit in the view that Tony Be- 
thea’s intent to sign a $500 note to Beneficial Loan did not, standing 
alone, sufficiently approximate the obligation, as actually written, as to 
preclude him as a matter of law from claiming fraud in the factum. See 
Stacy v. Ross, 27 Tex. 3 (Sup.Ct.1863); Richardson. v. Schirtz, 59 Ill. 313 
(Sup.Ct.1871); Griffiths v. Kellogg, 39 Wis. 290, 294 (Sup.Ct.1876); 
Carbine v. Pringle, 90 Ill. 302 (Sup.Ct.1878); Millard v. Barton, 13 R.I. 
601 (Sup.Ct.1882); Bowers v. Thomas, 62 Wis. 480, 22 N.W. 710 (Sup. 
Ct.1885); Gate City Nat. Bank v. Bunton, 316 Mo. 1338, 296 S.W. 375 
(Sup.Ct.1927). 

The fact of the matter is, however, that the elements of knowledge and 
negligence cannot feasibly be isolated in determining the viability of the 
defense of non est factum under a given set of circumstances. And as 
stated infra, the fact that the signer knew he was inscribing a negotiable 
document places upon him an unusually high degree of care in ascertain- 
ing its operative details. It is the failure of the instant defendant to dem- 
onstrate proper exercise of that duty, under the circumstances of his 
signing and his own particular status, that compels us to reaffirm his 
liability on the note as a matter of law. 

The imposition upon the maker of the burden of establishing freedom 
from negligence, as an essential ingredient of his defense of fraud in the 
factum, New Jersey Mortgage and Investment Co. v. Dorsey, supra, (33 
N.J., at pp. 450-451, 165 A.2d, at p. 298), comprises more than empty 
verbiage. It is an explicit direction to the signer of the instrument to 
come forward either with evidence that the physical circumstances of the 
signing and the representations made to him were so far removed from 
the realm of negotiable paper that he could not reasonably have foreseen 
or otherwise observed the subsequent effect of his signature, or to pro- 
duce proof of legally mitigating circumstances in the form of his own 
physical or mental inability to comprehend the essence of the deception. 
Factors to be considered in mitigation may include physical disability 
(e.g., blindness ), illiteracy, unfamilarity with the English language, low 
general intelligence, unfamiliarity with commercial transactions, unavail- 
ability of interpretative aid, and misrepresentation by means of physical 
deception (e.g., substitution of papers by sleight of hand). 


We have already mentioned the depth of defendant’s understanding 
of the instrument in relation to its final character as negotiable paper. 
And while this may not, in itself, under the instant facts, defeat his right 
to have the jury consider his defense, when taken in conjunction with his 
failure to shoulder his burden of establishing freedom from negligence, 
he is clearly bound on the note to plaintiff. The record is devoid of 
proof of any mitigating circumstances. On the contrary, we are faced 
with a situation in which the evidence is indisputable that Bethea was 
aware he was signing a negotiable instrument, and uncontradicted as to 





mitte 
of ne 
v. Fu 
thoug 
own | 
signet 
Unite 
read | 
liabili 
116 C 
mere] 
was | 
Gren 
defen 
note « 
Chap: 


633 ( 
Maso! 
v. C. 
W 
that t 


gence 
§ 130, 


FRAUDULENT PROCUREMENT OF NOTE 945 


both his literacy and his knowing signature of the printed documents 
which, when later filled in as to payee and amount, constituted the note 
and conditional sales contract. These are all factors weighing so heavily 
against defendant's freedom from negligence, which it was his burden in 
the first instance to establish, that we are compelled to conclude, as a 
matter of law, that defendant has failed to sustain his defense. 


Ordinarily, one who, though able to read, signs a negotiable instru- 
ment in reliance on false representations as to its character, is deemed 
negligent as a matter of law, thus precluding invocation of the defense 
of fraud in the factum; a fortiori, this would be so where, as here, the 
signer is aware of the negotiable quality of the note and is misled only 
as to certain of its details. New Jersey Mortgage and Investment Co. v. 
Dorsey, supra, (60 N.J.Super., at p. 305, 158 A.2d, at p. 715); Zier v. East- 
ern Acceptance Corp., 61 A.2d 106, 108 (Mun.Ct.App.D.C.1948). See 
Annotation, 160 A.L.R., supra, at pp. 1328-32. See 10 C.J.S. Bills and 
Notes § 499b, pp. 1100-1101. Of course, the existence of mitigating cir- 
cumstances, other than illiteracy, may be introduced in the hope of rais- 
ing a jury question. United States v. Castillo, 120 F.Supp. 522 (D.C.D. 
N.M.1954). As determined infra, no such introduction was here at- 
tempted. 

Considering the background of this transaction and defendant’s ad- 
mitted awareness that he was signing a promissory note, an inference 
of negligence is the only permissible one to be drawn. Compare Amato 
v. Fullington, supra [213 Or. 71, 322 P.2d 315], in which the maker, 
though a man of limited education, was able to read English, and, by his 
own testimony, knew the risk he ran in signing a plain printed form, yet 
signed it nevertheless—the court held that “[c]learly this was negligence”; 
United States v. Tholen, supra, holding that the ability of the makers to 
read and the opportunity to read before signing the instrument imposed 
liability upon them as a matter of law; Gross v. Ohio Savings & Trust Co., 
116 Ohio St. 230, 156 N.E. 205 (Sup.Ct.1927), wherein the maker, having 
merely glanced over the instrument and failed to observe its true intent, 
was held negligent as a matter of law; Mitchell County State Bank v. 
Grennan, 116 Kan. 442, 227 P. 530 (Sup.Ct.1924), holding that it is no 
defense against a holder in due course that the maker failed to read the 
note or relied on the representation of others as to its contents. Also see 
Chapman v. Rose, 56 N.Y. 137 (Ct.App.1874); Glenn v. Porter, 49 Ind. 
500 (Sup.Ct.1875); First Nat. Bank v. Hall, 129 Mo.App. 286, 108 S.W. 
633 (Ct.App.1908); Kellogg v. Curtis, 65 Me. 59 (Sup.Jud.Ct.1875); 
Mason v. Burnett, 126 Wash. 498, 218 P. 255 (Sup.Ct.1923); Thompson 
v. C. I. T. Corporation, 157 $.W.2d 961 (Tex.Civ.App.1941). 

We are not unaware of the case law support for Britton’s statement 
that the “ability of the signer to read tends very strongly to prove negli- 
gence but it does not always do so.” Britton, Bills and Notes, supra, 
§ 130, p. 579. However, most of the decisions holding that negligence 
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is a jury question in spite of the maker's ability to read, also involved 
lack of knowledge on the signer’s part that he was inscribing a negotiable 
instrument. Cf. Foster v. MacKinnon, L.R. 4 C.P. 704 (1869); Briggs v. 
Ewart, supra; Hall v. Box, 131 Miss. 218, 94 So. 221 (Sup.Ct.1922); Bank 
of Holmes v. Thompson, 192 Iowa 1032, 185 N.W. 986 (Sup.Ct.1922); 
Robertson v. Budzier, 229 Mich. 619, 201 N.W. 949 (Sup.Ct.1925). The 
duty of care, i.e., the minimum standard of reasonable precaution, was 
thus of a lesser caliber than here. 

Our statement in New Jersey Mortgage and Investment Co. v. Dorsey, 
supra (60 N.J.Super., at p. 304, 158 A.2d, at p. 715), that the question of 
negligence is one for the trier of fact, must be read in the context of the 
factual and procedural situation there involved and must here be con- 
sidered in the light of the Supreme Court’s subsequent exposition on 
burden of proof. The factual contention of the defendants in Dorsey was 
that they had been led to believe that the note was a credit application 
and that they did not know they were signing a negotiable instrument. 
Furthermore, our holding in Dorsey was limited to recognition of fraud 
in the factum as a good defense to an action on a negotiable instrument 
by a holder in due course and consequent reversal of a judgment entered 
upon a stipulated settlement. In remanding for a new trial, we in no 
way intimated that the question of negligence was necessarily for the 
jury regardless of the status of the proofs. As with any other question 
involving due care, the jury is not entitled to consider the matter if men 
of ordinary reason and fairness could arrive at only one conclusion as to 
the prudence or negligence of the actor. Cf. Shellhammer v. Lehigh 
Valley Railroad Co., 14 N.J. 341, 345, 102 A.2d 602 (1954). This is 
such a situation. 

The judgment affirming Tony Bethea’s liability on the note stands 
reaffirmed. 


HOUSE SUBCOMMITTEE REPORTS FAVORABLY 
ON FINANCE COMPANY BILL 


The House Antitrust Subcommittee has reported favorably 
on a bill designed to require automobile makers to divest them- 
selves of car financing operations. The Justice Department has 
commented that the measure, if passed, would prohibit car 
manufacturers from owning or controlling companies engaged 
in the business of financing retail automobile sales. The vote 
of the Subcommittee to send the bill to the full committee, 
however, was reported to have been close which apparently 
throws some doubt on its chances of being passed during this 
session of Congress. 
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Texas Prohibition Against Branch Banking Does 
Not Preclude Operation of National Banks on 
Federal Military Installations 


Title 12 U.S.C. §36(c) authorizes a national banking asso- 
ciation, with the approval of the Comptroller of the Currency, 
to establish and operate new branches consistent with the au- 
thority given state banks in any particular state. Pursuant to 
Title 12 U.S.C. § 90 each of two national banks in Texas was 
designated by the Secretary of the Treasury to operate at a 
United States Air Force base in Texas. 


Both the Constitution and a statute of Texas prohibit the 
maintenance of branch offices, and the State of Texas brought 
an action against the two national banks contending that they 
were acting beyond the power conferred upon them by law. 
With one judge dissenting, the court, however, took a contrary 
view and held that Section 90 authorizing the operation of na- 
tional banks on Federal military installations was not limited 
by Section 36 of Title 12. State of Texas v. National Bank of 
Commerce et al., United States Court of Appeals, Fifth Circuit 
290 F.2d 229. The opinion of the court follows: 


TUTTLE. C. J.—Appellant brought actions in the nature of quo 
warranto proceedings against the appellees, the National Bank of Com- 
merce of San Antonio and the Broadway National Bank of Alamo 
Heights, in the District Court of Travis County, Texas, by which actions 
it sought to determine whether the appellees were exercising powers not 
conferred upon them by their charters and allegedly prohibited by the 
Constitution and laws of the State of Texas. The appellees filed pe- 
titions for removal to the United States District Court for the Western 
District of Texas, claiming their right to do so under 28 U.S.C.A. §§ 14- 
41(b) and 1442(a) (1), and that court assumed jurisdiction, overruling 


1“Any civil action of which the district courts have original jurisdiction founded 
on a claim or right arising under the Constitution, treaties or laws of the United 
States shall be removable without regard to the citizenship or residence of the 
parties. Any other such action shall be removable only if none of the parties in 
interest properly joined and served as defendants is a citizen of the state in which 
such action is brought.” 28 U.S.C.A. § 1441(b). 


“A civil action or criminal prosecution commenced in a State court against 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 119.5. 
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appellant’s motions to remand the suits to the state court. The two suits 
were consolidated for trial. 

Before proceeding to a recital of the facts which gave rise to the issues 
presented on this appeal, it will be convenient to dispose of the question 
as to the jurisdiction of the District Court to hear this case. We think 
that the petitions for removal showed at the least’a colorable claim that 


the appellees were acting under an officer of the United States and that « 


the appellees were acting under color of law, as agents of the United 
States within the meaning of § 1442(a) (1) supra. Accordingly, the 
District Court had jurisdiction to entertain this suit, and acted properly 
in overruling the motions to remand. See DeBusk v. Harvin, 5 Cir., 212 
F.2d 143. 


For almost two decades, limited banking facilities have been operated 
at various military installations by national banking associations and by 
state banks; those facilities have been under the direction of the Sec- 
retary of the Treasury and are operated as agents of the federal govern- 
ment. They are designated as depositories and financial agents of the 
United States under 12 U.S.C.A. § 90, if national banks, and under 12 
U.S.C.A. § 265, if banks insured by the Federal Deposit Insurance Cor- 
poration. Each bank so designated is authorized to perform only those 
functions enumerated in the letter granting it authority to act. As found 
by the District Court, “The necessity for the facility and the range of 
services performed is reviewed periodically by the Treasury, and the 
facility is terminated, or services curtailed or expanded, as the judgment 
of the Treasury dictates.” 

Each bank herein involved was designated a depository and financial 
agent of the United States on February 2, 1943, the National Bank of 
Commerce operating facilities at what is now Lackland Air Force Base 
and the Broadway National Bank at what is now Randolph Air Force 
Base. The National Bank of Commerce facility was closed by the Sec- 
retary on June 30, 1946, and was reopened, pursuant to the same author- 
ity, § 90, supra, on February 1, 1949; it has been continuously operated 
since that date. The Broadway National Bank facility was closed on 
April 30, 1946, but it was reopened, under the same section, on March 2, 
1949, and has since remained open. Each facility is physically located 
within an area in which exclusive jurisdiction has been ceded by the State 
of Texas to the United States, and in each case the facility occupies 
quarters furnished by the military post, from which it also receives 
utilities, guards, and janitorial services. Each facility furnishes to the 


any of the following persons may be removed by them to the district court of the 
United States for the district and division embracing the place wherein it is 
pending: 

“(1) Any officer of the United States or any agency thereof, or person acting 
under him, for any act under color of such office or on account of any right, title, 
or authority claimed under any Act of Congress for the apprehension or punishment 
of criminals or the collection of the revenue.” 28 U.S.C.A. § 1442({a). 
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Treasury Department and to the base commander a detailed monthly 
report showing those income and expense items which properly may be 
attributed to the facility. The District Court found with respect to 
similar facilities in general that “Usually the facilities are operated at 
a loss, and this loss is offset by a deposit of Treasury funds, the earning 
value of which is equal to the operating loss.” 

As found by the District Court, the functions which the facilities in 
question perform are limited to: 

(1) Paying and receiving banking facilities for officers, airmen and 
civilian employees, including dependents of the Department of the Air 
Force acting in their individual capacity, and individuals and concerns 
employed by or attached to USAF installations. 


(2) Paying and receiving banking service for custodians of non- 
appropriated funds acting in such capacity. 


(3) Furnishing cash to finance officers of the Department of the Air 
Force (including payroll requirements when determined desirable). 


(4) Accepting deposits from finance officers of the Department of 
the Air Force for credit to the account of the Treasurer of the United 
States. 


(5) Selling savings bonds and stamps for cash. 

(6) Paying of personal utility bills. 

(7) Selling banking paper, such as cashier's checks, bank money 
orders, and travelers’ checks. 


(8) Redemption of savings bonds. 


In what appears to be a case of first impression, the appellant con- 
tended in the District Court and contends here that the banking facilities 
now in question are operated in contravention of the Constitution of 
Texas, which does not allow branch banks.? In pursuance of this con- 
stitutional prohibition, the Texas Legislature has provided that: 


“No state, national or private bank shall engage in business 
in more than one place, maintain any branch office, or cash checks 
or receive deposits except in its own banking house.” V.A.T.S. 
Art. 342-903. 


2 The applicable provisions of the Constitution of Texas are as follows: 

“The Legislature shall by general laws, authorize the incorporation of corporate 
bodies with banking and discounting privileges, and shall provide for a system of 
state supervision, regulation and control of such bodies which will adequately protect 
and secure the depositors and creditors thereof. 

“No such corporate body shall be chartered until all of the authorized capital 
stock has been subscribed and paid for in full in cash. Such body corporate shall 
not be authorized to engage in business at more than one place which shall be 
designated in its charter. 

“No foreign corporation, other than the national banks of the United States, 
shall be permitted to exercise banking or discounting privileges in this State.” 
Article XVI, Section 16, Constitution of Texas, Vernon’s AnnSt. (Emphasis 
added. ) 
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On this appeal, therefore, the appellant argues that the prohibitions 
apply to the banking facilities here in question because of their connec- 
tion with state banking institutions domiciled in and incorporated under 
the laws of Texas, regardless of the appellees’ relationship to the Federal 
government. The appellees, and the Federal government by way of 
amicus curiae brief, claim that they are exempt, by virtue of their federal 
connection, from the operation of the Texas constitution and statute. 
They base their authority to act on § 90 which provides: 


“All national banking associations, designated for that purpose 
by the Secretary of the Treasury, shall be depositaries of public 
money, under such regulations as may be prescribed by the Sec- 
retary; . . . and they shall perform all such reasonable duties, as 
depositaries of public money and financial agents of the Govern- 
ment, as may be required of them. .. .” 


In effect, the question for our consideration is largely one of the 
applicability vel non of 12 U.S.C.A. § 36(c) which provides: 


“A national banking association may, with the approval of the 
Comptroller of the Currency, establish and operate new branches: 
(1) Within the limits of the city, town or village in which said 
association is situated, if such establishment and operation are at 
the time expressly authorized to State banks by the law of the 
State in question; and (2) at any point within the State in which 
said association is situated, if such establishment and operation 
are at the time authorized to State banks by the statute law of the 
State in question by language specifically granting such authority 
affirmatively and not merely by implication or recognition and 
subject to the restrictions as to location imposed by the law of 
the State on State banks. .. .” 


The State of Texas thus bases its position on the pari materia argument 
that the provisions of § 90 go only so far as is permitted by § 36, i. e., that 
banking facilties authorized by § 90 may, under § 36, be opened only 
where state law permits them. The appellees and the government, on 
the other hand, urge that § 90 is not in any way limited to § 36. 

Upon careful consideration of the statutory provisions thus placed 
before us, we are led to the conclusion that Section 90 must stand alone. 
We find nothing in either Section 36 or Section 90 to indicate that Con- 
gress intended any different result. It does in fact appear that the 
legislative history is such that it requires the construction of Section 90 
as an independent statute. 

Admittedly, the power of the Secretary to act as he has done in the 
instant case was initially based upon his construction of Section 90. 
Since 1942, the Secretary has construed that statute as enabling him to 
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designate national banks, and in the case of Section 265, banks insured 
by the Federal Deposit Insurance Corporation, to serve as depositories 
and fianancial agents of the government on military installations. It is 
clear from the government’s brief in this case that Congress has long 
been apprised of this construction, and the fact that Congress has failed 
to enact legislation specifically repudiating the practice or placing the 
practice in a definite legislative scheme is sufficient indication that Con- 
gress has given its tacit approval to such facilities. We mention this 
legislative history principally because it is treated so extensively by the 
parties rather than as a basis for our decision. 


Conceding, as we must, that Congress has the power to determine the 
conditions under which national banking associations shall operate, the 
power of Congress to enact such legislation cannot seriously be question- 
ed. The section before us gives the Secretary of the Treasury the power 
to employ as government financial agents any national banking associa- 
tion, and, having designated a banking association so to act, the Sec- 
retary may demand that it perform all such “reasonable duties” as may 
be required of it. Clearly this is what the Secretary has done in the 
present case. The requirement that these national banks open and 
maintain banking facilties on these military installations is a reasonable 
imposition of one of the duties which may be required of them under 
Section 90. Nor does it appear that the Secretary, operating in behalf 
of the government, has exceeded the authority granted to him by Section 
90 and approved, as construed by him, by the Congress. 


We think that the view we take of this case squares with those deci- 
sions, covering almost a score of years, which uphold the power of the 
government to establish similar facilities on military bases, as a result of 
which it is well settled that the government may operate, or have operat- 
ed, on these military establishments, facilities which may have little or no 
direct relation to the base as a military installation and whose existence 
may be justified in large part solely on the basis of necessity or even of 
convenience. Thus in Standard Oil Company of California v. Johnson, 
316 U.S. 481, at page 485, 62 S.Ct. 1168, at page 1170, 86 L.Ed. 1611, the 
Supreme Court observed that “post exchanges ... . are arms of the gov- 
ernment deemed by it essential for the preformance of governmental 
functions. They are integral parts of the War Department, share in 
fulfilling the duties entrusted to it, and partake of whatever immunities 
it may have under the Constitution and federal statutes.” Other facili- 
ties, generally for food service, have been held to be such integral parts of 
the governmental scheme as to become arms of the government, see, 
e. g. Nimro v. Davis, 92 U.S.App.D.C. 293, 204 F.2d 734, certiorari de- 
nied 346 U.S. 901, 74 S.Ct. 229, 98 L.Ed. 401, Aubrey v. United States, 
103 U.S.App.D.C. 65, 254 F.2d 768, 770, United States v. Forfari, 9 Cir., 
268 F.2d 29, 31. 


While they quite obviously perform totally different functions there 
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does not seem to us to be a sufficient difference between the banking 
facilities and post exchanges for us to say that the government under 
its power to provide for the national defense may operate or cause to 
be operated one and not the other. Suffice it to say that the airfields 
are so located, necessarily away from places in which usual banking 
facilities would otherwise be available, that the Secretary could reason- 
ably come to the conclusion that such facilities were necessary and 
reasonable adjuncts of the military installations. Having come to this 
conclusion and having exercised the power which had been delegated 
to him, it must follow that he had the right to authorize these national 
banking associations to act as government agencies and to require of 
them that they perform all those duties which might be reasonably im- 
posed upon them. 

We do not now hold that Article XVI, Section 16, of the Constitution 
of Texas or the statutes enacted in pursuance thereof are invalid. We 
merely hold that the law of Texas must in these circumstances give 
way slightly and only in the case of these banking facilities and others 
similar to them, for, once it is established that the government has the 
right so to contract with these corporate entities, then the state may 
not place limitations upon persons—corporate or real—so as to impair 
the free exercise of the power to contract. We do not think that by 
so holding we do any real violence to the law of Texas or to those ob- 
jectives which it seeks to achieve by the statutory scheme before us. 

We think also that our decision in this matter is consistent with 
that of the District Court for the Northern District of Texas in United 
States v. Papworth, 156 F.Supp. 842, affirmed on other grounds, 5 Cir., 
256 F.2d 125, certiorari denied 358 U.S. 854, 79 S.Ct. 85, 3 L.Ed.2d 235, 
rehearing denied 358 U.S. 914, 79 S.Ct. 239, 3 L.Ed.2d 235, in which the 
defendant was indicted for robbing a similar banking facility located 
at the Carswell Air Force Base. He claimed that the indictment did 
not allege any offense under 18 U.S.C. § 2113(a) because the facility 
was a branch bank prohibited by the Texas Constitution and Article 
342-903, supra, and that since it had no valid existence as a branch bank 
he could not be charged with the federal offense of taking funds by 
force from a bank or banking institution. The trial court held the 
facility not to be a branch bank but an arm or agency of the federal 
government, and as such, a military banking facility which was a bank 
or banking institution within the meaning of 18 U.S.C. § 371, and the 
motion was denied. That court commented that “Even if it were to 
be conceded, which it is not, that the operation of these facilities con- 
stitute a technical violation of state law, the enforcement of such law 
would handicap efforts to carry out the plans of the United States, and 
the state enactment must give way.” 156 F.Supp. 845. 

The judgment of the District Court is affirmed. 
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HUTCHESON, Circuit Judge (dissenting). 

While I concur in the opinion that the court below correctly held 
that it had jurisdiction to hear and determine the case, I think the judg- 
ment against the State was wrong and I dissent from the opinion of the 
majority affirming it. 

It seems clear to me that the district judge was wrong in his view 
that the state was not entitled to prevent what was going on here, 
action, in my opinion, which was clearly in violation of the state con- 
stitution and statutes. 


With deference, the opinion of the majority, that the Secretary has 
the right, as he did here, to override state statutory consitutional pro- 
visions and the long standing recognition thereof by Congress in its 
practices and its acts, completely emasculates 12 U.S.C.A. § 36(c), which 
fully recognizes the validity and enforceability of state statutes of the 
kind in question here. It also disregards and nullifies the long history 
of the controversy over the establishment of branch banks and the at- 
titude of congress toward that controversy, and, by what seems to be 
an operation bootstrap, seems to hold that the Secretary, by the invoca- 
tion and use of 12 U.S.C.A. § 90, which clearly authorizes the Secretary 
of the Treasury to designate national banking associations as depositories 
of public money and authorizes him no further, can evade and avoid 
the branch bank limitations imposed upon banks by the Texas con- 
stitution and statutes. In assuming, as it does, that the authority given 
the Secretary under Section 90, to establish depositories, impliedly nulli- 
fies and repeals Section 36(c), 12 U.S.C.A., the opinion refuses to face 
up to the realities of the case which the counsel for the State of Texas 
met when he correctly answered the question, how the Secretary could 
exercise the authority granted in Section 90, without doing what he 
did here, saying: “He doesn’t have to designate a branch bank, indeed, 
he has no authority to do so.” 


I have no real understanding of, or sympathy with the state prohibi- 
tion against branch banks. I do know, though, that the State of Texas 
is a sovereign state and that its laws bind federal officers and agents 
just as they do everybody else, unless they conflict with some over- 
riding federal constitutional principle or law. Here no one points to 
either a principle or a statute which overrides these Texas banking 
laws, and the law of Texas in the matter in question is sovereign and 
must be obeyed, no matter who in the federal government seeks to 
evade or defy it. 

The judgment of the district judge was, in my opinion, not in ac- 
cordance with our consitutional system. The opinion of the majority, 
in my opinion, is not in such accord. I, therefore, dissent from it. 
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Holder of Note Entitled to Summary Judgment 


In a suit on a note against the makers by a putative holder 
in due course, a New Jersey court announced that “New Jersey 
has decisively aligned itself with those jurisdictions which fol- 
low the ‘white heart’ or ‘subjective’ test of good faith.” Under 
such a test evidence of bad faith and not merely proof of sus- 
picious circumstances must be shown in order to defeat recovery 
on the instrument. 

The question of the holder's good faith arose here on his 
motion for summary judgment. The makers alleged in their 
opposing affidavits that the alleged holder in due course took 
the note with knowledge of its conditional delivery. The ques- 
tion posed was not easy of resolution because of the possible 
unfairness of requiring a maker to submit evidence of the hold- 
ers state of mind at the time he took the note in order to defeat 
a motion for summary judgment. It has been said, too, that 
where questions of credibility of witnesses are involved it is 
improper to award judgment on the basis of affidavits and that 
a trial is necessary. The court however granted summary judg- 
ment to the holder because of the makers’ failure to show any 
facts from which an inference of bad faith could be made. The 
court stated that the makers are not “‘entitled to go to trial! 
on the vague supposition that something may turn up.” New 
Jersey Mortgage and Investment Corp. v. Calvetti, Superior 
Court of New Jersey, 171 A.2d 321. The opinion of the court 
follows: 


FREUND, J. A. D.—This is an appeal by Albert A. Calvetti and his 
wife, Mary Calvetti, co-makers of a promissory note, from summary 
judgment entered in favor of New Jersey Mortgage and Investment 
Corp. (New Jersey Mortgage) as holder in due course of that note. The 
appellants challenge the propriety of the entry of judgment upon plead- 
ings, affidavits, and answers to interrogatories, wherein, they maintain, 
genuine issues of material fact were presented. 

The note, in the face amount of $1,208.82, is dated June 15, 1959 and 
was given in connection with a contract between the Calvettis and 
United Aluminum Products, Inc. (United) for the installation of alumi- 
num siding on the former’s Paterson home. The instrument was sold 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 630. 
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for $969 by United to New Jersey Mortgage on June 16, 1959, and the 
latter, unable to obtain payment from’ the Calvettis, instituted this 
action on the note. 

Defendants answered by denying that plaintiff was a holder in due 
course of the note. Their precise contention was that New Jersey Mort- 
gage had knowledge of a defect or infirmity in the instrument at the time 
of receiving it from United. They asserted that the note had been ex- 
ecuted pursuant to a written contract of June 14, 1959 for aluminum 
siding; that the contract clearly provided that defendants would get 
2% off the contract price if they paid cash, and that they orally agreed, 
accordingly, with United’s representative, that they would sign a blank 
note which would be held by United pending determination by them 
as to whether or not they would pay in cash or not; that the instrument 
was incomplete in material respects, including the amount due; that 
delivery of the note was made on the express condition that United 
would hold the instrument pending acceptance by defendants of the 
installation work and that “plaintiff received the said note knowing of 
the conditional delivery thereof”; that United breached its contract by 
performing its work in an incompetent, negligent, and careless manner 
and not to the satisfaction of defendants, and that the latter had noti- 
fied the payee that the contract was cancelled. Defendants also pleaded, 
as a separate defense, that the note was actually signed on Sunday, 
June 14, 1959, in contravention of N.J.S. 2A:171-1, N.J.S.A. 


Concurrent with their answer, the Calvettis joined United as a 
third-party defendant, demanding that the contractor be held liable to 
defendants for any judgment on the note in favor of New Jersey Mort- 
gage. United's answer denied both the conditional nature of the note 
and the inadequacy of its installation performance. 

The attainment of the status of holder in due course presumes com- 


pliance with the statutory conditions set forth in R.S. 7:2-52, N.J.S.A. 
There is no real dispute that plaintiff purchased the note for value, 
that the instrument was complete and regular upon its face, and that 
plaintiff became the holder before the note (payable in monthly in- 
stallments) was overdue and was without notice that it had been previ- 
ously dishonored. The remaining and central question therefore is: 
Does a genuine issue of fact exist as to whether New Jersey Mortgage 
took the instrument without notice, at the time of negotiation, “of any 
infirmity in the instrument or defect in the title of the person negotiat- 
ing it”? 

Summary judgment procedure while invaluable as a means of ex- 
pediting judicial administration, Broderick Wood Products Co. v. United 
States, 195 F.2d 433, 435-436 (10 Cir. 1952), as well as discouraging the 
practice of coercive settlement of an otherwise worthless claim by the 
threat of drawn-out trial proceedings, Altman v. Curtiss-Wright Corpora- 
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tion, 124 F.2d 177, 180 (2 Cir. 1941), is to be utilized with the utmost 
caution and never as a vehicle for judicial fact-finding by means of a 
choice between opposing affidavits. Judson v. Peoples Bank & Trust 
Co. of Westfield, 17 N.J. 67, 73-75, 110 A.2d 24 (1954); Devlin v. Surgent, 
18 N.J. 148, 154, 113 A.2d 9 (1955); Frank Rizzo, Inc. v. Alatsas, 27 N.J. 
400, 405, 142 A.2d 861 (1958); Bouley v. Borough ‘of Bradley Beach, 42 
N.J.Super. 159, 167-168, 126 A.2d 53 (App.Div.1956); Mango v. Brodsko, 
32 N.J.Super. 143, 107 A.2d 824 (Ch.Div.1954). Thus, all doubtful in- 
ferences are to be drawn against the movant in favor of the opponent 
of the motion, Judson v. Peoples Bank & Trust Co. of Westfield, supra, 
17 N.J. at p. 75, 110 A.2d 24, Bouley v. Borough of Bradley Beach, supra, 
42 N.J.Super. at p. 168, 126 A.2d 53, although, on the other hand, mere 
allegations in the pleadings without affidavit or other evidentiary sup- 
port may not prevent the rendering of the judgment. Ocean Cape 
Hotel Corp. v. Masefield Corp., 63 N.J.Super. 369, 383, 164 A.2d 607 
(App.Div.1960). The prevailing standard is most precisely articulated 
by the rule establishing it, namely R.R. 4:58-3, providing that “if the 
pleadings, depositions, and admissions on file, together with the affida- 
vits, if any, show palpably that there is no genuine issue as to any material 
fact challenged . . . the moving party is entitled to a judgment or order 
as a matter of law.” 

Clearly a number of facts have been placed in issue by the parties 
in their pleadings and supportive papers, which include answers by 
both United and New Jersey Mortgage to interrogatories propounded 
by defendants. The inquiry is whether these issues are “genuine” and 
“material” to defendants’ liability on the note. The Calvettis concede 
that their allegations of Sunday execution, failure of consideration, and 
conditional delivery are at best personal defenses, but they maintain 
that the stripping of plaintiff's armor as a holder in due course would 
subject it to these defenses. This is of course an accurate rephrasing 
of the mandate of R.S. 7:2-58, N.J.S.A., to the effect that “[iJn the hands 
of any holder other than a holder in due course, a negotiable instrument 
is subject to the same defenses as if it were non-negotiable.” See New 
Jersey, Study of Uniform Commercial Code (Nov.1960), §§ 3-201, 3-306. 

Scrutinizing the moving papers, we note defendants’ affirmation that 
“the plaintiff received an incomplete document and with knowledge 
that it had been delivered only conditionally and upon terms which 
were not properly met by the payee of the purported note”; that “a 
note was received by the plaintiff under circumstances where it knew, 
or was chargeable with notice, that this indorsement [a form warranty 
on the back of the note attesting that the work had been properly com- 
pleted] was false”; and that the affidavits and answers to interrogatories 
of United and New Jersey Mortgage are contradictory in certain perti- 
nent respects and raise “a factual controversy of material importance.” 
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Plaintiff, through its secretary-treasurer, Edward Baime, averred that 
when the note was negotiated to it, the instrument was “fully com- 
plete and regular on its face in all material particulars including the 
date and amount due”; that it had no notice that, as alleged, the instru- 
ment had been delivered only conditionally and upon terms not prop- 
erly met by the payee; and that it actually had no knowledge of the 
terms of the contract at the time of negotiation of the note. 

Certain elemental principles may here be stated, for the purpose of 
defining the perimeter of the present inquiry in terms of materiality. 
The essential issue which defendants claim to be genuinely in dispute 
is whether or not plaintiff had notice of the defective (conditional) nature 
of the instrument. The elements comprising notice in this context are 
basically as defined in R.S. 7:2-56, N.J.S.A.: 


“To constitute notice of an infirmity in the instrument or defect 
in the title of the person negotiating the same, the person to whom 
it is negotiated must have had actual knowledge of the infirmity 
or defect, or knowledge of such facts that his action in taking the 
instrument amounted to bad faith.” 


New Jersey has decisively aligned itself with those jurisdictions 
which follow the “white heart” or “subjective” test of good faith. See 
New Jersey, Study of Uniform Commercial Code, supra, § 3-302, com- 
ments 1 and 4. By this standard, the court looks to the actual knowledge 
of the holder rather than to what the awareness of a prudent man would 
have been under the circumstances. As the rule is generally stated, 
evidence of bad faith on the part of the holder, and not merely proof 
of circumstances calculated to arouse suspicion, must be shown in order 
to defeat his recovery on the instrument. Aldrich v. Peckham, 74 N.J.L. 
711, 68 A. 345 (E. & A. 1907); Rice v. Barrington, 75 N.J.L. 806, 70 A. 
169 (E. & A. 1908); Davis v. Clark, 85 N.J.L. 696, 90 A. 303 (E. & A. 
1914); West Side Trust Co. v. Krug, 117 N.J.L. 102, 187 A. 154 (E. & A. 
1936); Driscoll v. Burlington-Bristol Bridge Co., 8 N.J. 433, 480, 86 A.2d 
201 (1952), certiorari denied 344 U.S. 838, 73 S.Ct. 25, 97 L.Ed. 652 
(1952), rehearing denied 344 U.S. 888, 73 S.Ct. 181, 97 L.Ed. 687 (1952). 
See Magee v. Badger, 34 N.Y. 247, 249 (Ct.App.1866): “[The holder] is 
not bound, at his peril, to be upon the alert for circumstances which 
might possibly excite the suspicions of wary vigilance. He does not 
owe to the party who puts negotiable paper afloat, the duty of active 
inquiry, to avert the imputation of bad faith. The rights of the holder 
are to be determined by the simple test of honesty and good faith, and 
not by a speculative issue as to diligence or negligence.” Of course, 
insofar as it may contribute cumulatively, and in conjunction with other 
matters, to a finding of bad faith, evidence of suspicious circumstances, 
as well as carelessness or negligence in purchasing the instrument, may 


); 
); 
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be relevant. Joseph v. Lesnevich, 56 N.J.Super, 340, 348-349, 153 A.2d 
349 (App.Div.1959). 

It is well settled that mere knowledge on the part of the holder that 
the note received represents payment to the payee on an executory con- 
tract, which—at the time of the payee’s negotiation—has yet to be 
executed and on which the payee might subsequently default, does not 
amount to a taking in bad faith. Hudson County Nat. Bank v. Alexander 
Furs, Inc., 133 N.J.L. 256, 44 A.2d 73 (E. & A. 1945); B. A. C. Corp. v. 
Cirucci, 131 N.J.L. 93, 35 A.2d 36 (Sup.Ct.1944); First Nat. Bank of 
Springfield v. Di Taranto, 9 N.J.Super. 246, 252, 75 A.2d 907 (App.Div. 
1950); United States v. Hansett, 120 F.2d 121, 122 (2 Cir.1941); Fabrizio 
v. Anderson, 62 A.2d 314, 315 (D.C.Mun.Ct.App.1948). As explained in 
Mitchell v. Holomon, 10 La.App. 219, 120 So. 672, 675 (Ct.App.1929), 


“Although it may be said that anyone who takes a note which 

he knows was given in consideration of an executory contract, 
_ knows that equities may arise between the drawer and the drawee, 
or that the consideration may fail, such knowledge does not pre- 
vent one from acquiring the note without being subject to the 
equities which may subsequently arise between the drawer and 


” 


the drawee... . 


Also see Annotation, 100 A.L.R. 1357, 1367-69 (1936); Britton, Bills 
and Notes (1943), § 108, p. 450. See, on the closely analogous question 
of what, by expression in the instrument itself, does and does not label 
the note as unconditional, New Jersey, Study of Uniform Commercial 
Code, supra, § 3-105. Nor does the fact that the payee has indorsed 
the instrument, as here, “without recourse,” place subsequent holders 
on notice as to defenses existing between prior parties; the purpose of 
this qualified indorsement is simply to exempt the indorser from liability 
for payment on the note in the event it is dishonored at maturity. Wer- 
bel v. Mullen, 11 N.J. 40, 93 A.2d 367 (1952); Eastern Acceptance Corp. 
v. Kavlick, 10 N.J.Super. 253, 255, 77 A.2d 49 (App.Div.1950); Packard 
v. Woodruff, 57 Pa.Super. 176 (Super.Ct.1914). 

The rationale of these holdings is simply that the free negotiability of 
paper should not automatically be deterred by the contingency of the 
payee’s performance of a collateral agreement. To hold otherwise would, 
logically, lead to the conclusion that almost every instrument is de- 
fective and non-negotiable because of the possibility of a subsequent 
defense arising to free the maker from his obligation. The policy 
against construing otherwise negotiable documents as conditional, unless 
expressly so stated, has been aptly summarized in a parallel context: 
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“One function of negotiable instruments is to supplement the 
supply of currency. Another function is to represent the future 
payment of money. These currency and credit functions would be 
defeated by conditional promises, for costly and time consuming 
investigations would be made necessary by such promises, and 
circulation, therefore, would be impeded. Risks would be great 
and discount rates high. Substitutes for money must be capable 
of rapid circulation at minimum risks, and credit documents are 
feasible only when low discounting prevails. Obviously, then, 
negotiable instruments must be unconditional to serve the pur- 
poses for which they were created.” New Jersey, Study of Uni- 
form Commercial Code, supra, § 3-105, comment 1. 


Of course, should the potential indorsee have notice, at the time of 
purchase, that the contract has already been breached by the payee, 
the former is not a holder in due course as he has taken the instrument 
with “actual knowledge of the infirmity or defect.” Prentice v. First 
Nat. Bank of Roff, 101 Okl. 232, 224 P. 963 (Sup.Ct.1924); Alropa Cor- 
poration v. King’s Estate, 279 Mich. 418, 272 N.W. 728 (Sup.Ct.1937); 
Realty Bond & Share Co. v. Englar, 104 Fla. 329, 143 So. 152, 154 (Sup. 
Ct.1932); cf. General Contract Purchase Corp. v. Moon Carrier Corp., 
129 N.J.L. 431, 29 A.2d 843 (E. & A. 1943); Britton, Bills and Notes, sup- 
ra, § 108, p. 451. See New Jersey, Study of Uniform Commercial Code, 
supra § 3-304(4)(b); 10 C.J.S. Bills and Notes § 330(a), p. 829 (1938); 
8 Am.Jur., Bills and Notes, § 400, p. 136 (1937). 

Moreover, a distinction has been drawn between mere notice of an 
executory contract forming the consideration for the instrument and 
actual knowledge that negotiability of the note has been expressly 
conditioned between maker and payee on completed performance of 
the contract. First Nat. Bank of Springfield v. Di Taranto, supra (9 
N.J.Super., at p. 252, 75 A.2d 907); Home State Bank of Royal v. Martin, 
196 Iowa 1092; 195 N.W. 977, 980 (Sup.Ct.1923); Cooke v. Real Estate 
Trust Co., 180 Md. 133, 22 A.2d 554 (Ct.App.1941); First & Lumbermen’s 
Nat. Bank v. Buchholz, 220 Minn. 97, 18 N.W.2d 771, 774 (Sup.Ct.1945); 
Britton, Bills and Notes, supra, § 108, p. 452. The latter form of knowl- 
edge amounts to notice of an infirmity in the instrument impairing its 
negotiability—namely, that the promise to pay contained therein is not 
“unconditional.” See R.S. 7:2-1 (II), 7:2-3, N.J.S.A. Note, again by way 
of pertinent analogy, the distinction made in New Jersey, Study of Uni- 
form Commercial Code, supra, § 3-105, (2) (a), pp. 222-23, between “a 
mere recital of the existence of a separate agreement, which . . . does 
not adversely affect negotiability, and a recital which shows that the 
executing parties intended the instrument to be burdened with the terms 
of another agreement.” 
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We have examined the moving papers against the background of 
these principals, and will consider, in order, the purported issues raised 
therein: 

(1) The factual dispute, revealed by answers to interrogatories, 
over when plaintiff was first approached by United as to purchase of 
the note, is patently irrelevant to the question of' notice. 


(2) Some conflict appears, from the affidavit of plaintiff's secretary- 
treasurer and its answer to interrogatories, as to whether it had knowl- 
edge of the general tenor of the contract at the time it took the note, 
i. e., whether it knew that the note was given in connection with an agree- 
ment for the installation of aluminum siding. Such knowledge, however, 
would not in itself constitute notice of any defects or conditions in the 
instrument. Eastern Acceptance Corp. v. Kavlick, supra. See discussion 
infra. 

(3) While plaintiff denied advance knowledge of the date of the con- 
tract between United and the Calvettis, United answered an interrogatory 
concerning plaintiffs knowledge, “We believe so.” The materiality 
of the surface factual issue here arguably raised, however, depends on 
whether plaintiff knew that the note was executed, as alleged, on Sunday, 
June 14, 1959. But United’s answer to the interrogatories is to the effect 
that the contract was executed June 6, 1959 (defendants have not in- 
serted the actual contract in their appendix). Consequently, the “We 
believe so” answer cannot support any inference that plaintiff knew 
the note was actually signed, as claimed by defendants, on Sunday, 
June 14, 1959. 


(4) By virtue of United’s admission that plaintiff had a history 
of dealings with it and had previously purchased “approximately 2,000 
notes” from it, defendants spell out “another important area of factual 
controversy” and claim they are clearly entitled to go to trial “to examine 
both the plaintiff and United Aluminum to determine the extent of 
plaintiff's knowledge of the type of delivery of notes to United Alu- 
minum.” Past dealings are not, however, relevant to the issue of notice 
by plaintiff—equivalent to bad faith—of a defect in the note given in the 
present transaction. Mutual Finance Corp. v. Dickerson, 123 N.J.L. 
62, 7 A.2d 859 (Sup.Ct.1939); see Annotation, 44 A.L.R.2d 8, 137-41 (1955). 


(5) The fact of plaintiff's awareness of and the issue of its reliance 
upon a form warranty on the back of the note, to the effect that United 
“warrants that the undersigned has furnished and installed all articles 
and materials and has fully completed all work which constitutes a 
consideration for which this note was executed and delivered by the 
maker,” is not material to its status as a holder in due course. The 
warranty was solely between the payee and purchaser of the note and 
in no way would carry notice of the defenses asserted by defendants. 
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See Eastern Acceptance Corp. v. Kavlick, supra, in which the note 
involved contained a similar warranty. 

(6) An inference of knowledge of the alleged breach of contract by 
United at the time plaintiff took the note is negated by defendants’ own 
assertions of fact. The statement on behalf of New Jersey Mortgage 
that it received the note on June 16, 1959 is not disputed. Yet defendant 
Mary Calvetti affirmed that the work on her house by United was not 
commenced until June 18, 1959, and that the contractor was not notified 
of the unsatisfactory character of the installation until June 19. Hence, 
there was no breach of contract at the time the note was negotiated. 


It is thus evident that the only possible issue of material fact to be 
found in the moving papers relates to plaintiffs actual knowledge of 
the asserted conditions attending defendants’ delivery of the note to 
United. The conflicting positions are to be found in the affidavits, 
defendants affirming generally that plaintiff received the document 
“with knowledge that it had been delivered only conditionally and upon 
terms which were not properly met by the payee . . .” and Baine, on 
behalf of New Jersey Mortgage, denying same. Was this broad affirma- 
tion by defendants, unsupported by more specific factual contentions or 
other indications of material and legally admissible knowledge on their 
part, sufficient to defeat a motion for summary judgment? 

It is soundly established that where the movant demonstrates a 
prima facie right to summary judgment, the opponent of the motion is 
required to show by competent evidential material that a genuine issue 
of material fact exists. Robbins v. Jersey City, 23 N.J. 229, 241, 128 A.2d 
673 (1957). Where means exist to make an affirmative demonstration 
as to the existence or non-existence of the fact, it is not sufficient that 
the opponent of the motion merely assert a conclusion opposite to the 
factual position of the movant. Heljon Management Corp. v. Di Leo, 55 
N.J.Super. 306, 312, 150 A.2d 684 (App.Div.1959). This is the philosophy 
implicit in R.R. 4:58-6, modeled on Fed.R.Civ.P. 56(e), 28 U.S.C.A., 
providing in pertinent part that “supporting and opposing affidavits 
shall be made on personal knowledge and shall set forth only facts which 
are admissible in evidence and to which the affiant is competent to 
testify.” 

The policy of this rule is to allow the affidavit to contain all evi- 
dentiary matter which, if the affiant were in court and testifying on the 
witness stand, would be admissible as part of his testimony. 6 Moore, 
Federal Practice, (1953) § 56.22, p. 2331. However, mere sworn assertions 
of ultimate fact supposedly based on information and belief, without 
revelation of the source of the information or any material basis for 
the belief, and without any supporting affidavits of persons having actual 
knowledge of the facts, will not effectively blockade issuance of summary 
judgment. Ash v. Frazee, 37 N.J.Super. 542, 117 A.2d 634 (App.Div.1955). 
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For example, we held in Heljon Management Corp. v. Di Leo, supra, 
(55 N.J.Super. at p. 311, 150 A.2d at p. 686), a mechanic's lien action, that 
defendant's affirmation that plaintiff had actual notice of the filing of a 
notice of intention did not “state or justify a conclusion that the matters 
contained therein were within the personal knowledge of the affiant.” 
And in Ocean Cape Hotel Corp. v. Masefield Corp.; supra (63 N.J.Super., 
at p. 381, 164 A.2d at p. 613), we declined to deny summary judgment 
merely on the basis of a broad allegation by plaintiff of guilty knowledge 
on defendant's part, where “no facts are set forth in the attached affidavits 
which in any way give support to this broad allegation.” 

Of course, where the fact in issue is the state of mind or actual 
knowledge of his opponent, obviously the affiant cannot, ordinarily, 
testify as to the ultimate fact of that person’s knowledge; what he can 
be expected to do, though, is to recite or otherwise present, competently, 
primary facts adequate to give rise to an inference as to the ultimate 
fact. It is in this area of primary fact that defendants’ affirmations lack 
substance and that their moving papers fail to establish sufficient founda- 
tion for a genuine trial conflict. 

It is contended, however, that the thrust of our case law—where the 
fact sought to be placed in issue consists of knowledge or state of mind 
of an opposing party, and where proof of such knowledge or state of 
mind must depend on what the opponent can draw from the moving 


party on cross-examination—requires that summary judgment be denied 
and that a jury be permitted to determine the credibility of those whose 
knowledge or lack of same is questioned. Particular reliance is placed 
upon the Supreme Court’s conclusion in Judson v. Peoples Bank & Trust 
Co. of Westfield, supra (17 N.J., at p. 76, 110 A.2d at p. 28), that 


“where the subjective elements of willfulness, intent or good 
faith of the moving party are material to the claim or defense of 
the opposing party, a conclusion from papers alone that palpably 
there exists no genuine issue of material fact will ordinarily be 
very difficult to sustain. The telltale factor of demeanor in the 
presence of the trier of fact often assumes such vital importance 
in such cases that the opposing party should generally not be 
denied the opportunity to have the moving party, or its officers, 
appear on the witness stand before the trier of fact.” 


We have held that where one side to a litigated controversy is heavily 
dependent upon the production by its adversary of factual data, an 
application for summary judgment by the adversary on the basis of such 
data should be treated with great caution, considering the illuminative 
value of trial examination—from both a substantive and credibility view- 
point. Congdon v. Jersey Contruction Co., 55 N.J.Super. 571, 580, 151 
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A.2d 390 (App.Div.1959). This is the principle fostered by Judge Learned 
Hand in Bozant v. Bank of New York, 156 F.2d 787, 790 (2 Cir. 1946). 
And this guideline has been applied to the question of knowledge 
amounting to bad faith in a negotiable instruments case. Joseph v. 
Lesnevich, supra (56 N.J.Super. at pp. 350-351, 153 A.2d 349). 

However, the application of this principle cannot in all instances 
involving knowledge or state of mind result in a denial of the summary 
judgment motion. This was recognized by the court in Judson v. Peoples 
Bank & Trust Co. of Westfield, supra (17 N.J. at p. 76, 110 A.2d at p. 28), 
as the principal import of R.R. 4:58-7, providing that “[sJhould it appear 
from the affidavits of a party opposing the motion that he cannot for 
reasons stated present by affidavit facts essential to justfy his opposition, 
the court may deny the motion or may order a continuance to permit 
affidavits to be obtained or depositions to be taken or discovery to be 
had, or may make such other order as is just.” Thus, concluded the court, 
“the motion may be held and decided after the opposing party has 
availed himself of an opportunity to develop through affidavits or deposi- 
tions material necessary to justify his opposition.” 

Implicit in the Judson court's analysis is a rejection of the apparently 
overbroad statement of the late Judge Frank in Arnstein v. Porter, 154 
F.2d 464, 471 (2 Cir. 1946), to the effect that “where . . . credibility . . . 
is crucial, summary judgment becomes improper and a trial indispen- 
sable.” Considerations of credibility, of course, do not really comprise 
issues of fact in and of themselves; they merely constitute one method 
of probing the veracity of an affirmative substantive statement, and if 
that statement is material and genuinely in dispute, then the credibility 
aspect thereof must be carefully considered in determining whether to 
enter judgment without proceeding to trial in open court. Credibility, 
therefore, can only be “crucial” where the conflicting substantive factual 
positions are first present. See Asbill and Snell, “Summary Judgment 
Under The Federal Rules—When An Issue of Fact Is Presented,” 51 
Mich.L.Rev. 1143, 1154 (1953). But where a factual foundation for con- 
tradicting the movant’s assertions or denials of knowledge is lacking, 
and where no sound evidentiary basis is indicated for impeaching the 
movant’s credibility, the opponent of the motion is not entitled to pro- 
ceed to trial merely on the faint hope that he may there be able to shake 
the movant’s witnesses or otherwise uncover previously unexposed in- 
formation. 

In the case before us, affirmations were made on behalf of New Jersey 
Mortgage disclaiming any knowledge of the alleged conditions upon 
transfer of the note, and setting forth (in answers to interrogatories) the 
circumstances surrounding its acquisition of the instrument and the 
information received at that time from United. The counter-affidavits 
of the Calvettis, containing inadmissible conclusions of law as to plaintiff's 
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status, and likewise incompetent (because not from personal knowledge) 
assertions of ultimate fact as to plaintiff's knowledge of the alleged defect, 
failed in substance to shape a genuine conflict. The information elicited 
on answers to interrogatories was, as developed infra, of minimal aid to 
defendants in this regard. The useful method of oral examination on 
depositions, which might well have given rise to direct substantive in- 
formation as well as provided it indirectly by means of credibility im- 
peachment, was not availed of by defendants. 


This is not a situation such as existed in Joseph v. Lesnevich, supra, 
where the complaint stated primary facts indicating knowledge, on the 
part of the purchaser of the bonds, of extremely suspicious, almost 
incredible circumstances, where the purchaser’s affidavit failed specifi- 
cally to deny these facts but merely asserted his good faith in conclusion- 
ary form, and where there was also considered in affidavit form a third 
party’s statement corroborating the facts as set forth in the complaint. 
The instant case, in its present posture, affords no similar room for 
interferences of prima facie bad faith on the part of the holder of the 
note. All we are shown is an ordinary commercial financing transaction 
by a company in the legal business of discounting commercial paper. 
While the possibility of guilty knowledge on plaintiff's part cannot be 
categorically excluded, defendants, even on a motion for summary judg- 
ment, must provide at least some small ray of light indicating eventual 


illumination of that possibility as a probability. This they have not done. 
They are not “entitled to go to trial on the vague supposition that some- 
thing may turn up.” 6 Moore, supra, § 56.15 p. 2148. 


Defendants argue that their reluctance to undertake the expense of 
depositions was entirely reasonable. They assert that they should not 
be penalized for utilizing interrogatories—“the poor man’s method of 
discovery,” they say—for this would be the equivalent of imposing a 
“means test” for determining successful resistance to a summary judg- 
ment motion. While defendants were certainly within their rights in 
attempting to expose vital facts solely by means of interrogatories, they 
may not complain of their failure adequately to examine the substantive 
contentions and test the credibility of plaintiff while at the same time 
refusing to utilize a recognizably effective method of doing so. See 
Dyer v. MacDougall, 201 F.2d 265, 269 (2 Cir. 1952), in which the issue, 
on review of summary judgment, was whether plaintiff might have ob- 
tained admissions from hostile witnesses which he would not have ex- 
tracted on depositions he declined to take. Judge Learned Hand, speak- 
ing for the majority of the court, foresaw situations in which a witness 
on deposition might be so crafty, recalcitrant, and defiant that “the 
immediate presence of a judge in a courtroom was likely to make him 
tell more.” But he concluded that the instant plaintiff “is in no position 
to invoke such a possibility for he has refused to try out these witnesses 
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upon deposition, where he might discover whether there was any basis 
for supposing that awe of a judge was necessary to make them more 
amendable.” 

Our sympathies are properly directed towards the financially inade- 
quate litigant, and the costs of deposition-taking are not unknown to us. 
But such concern may not be carried to the point of ordering plenary 
trial of a civil case otherwise resolvable on summary judgment—where 
important public questions are not involved—with the attendant expense 
to the State and to both parties, merely in order that the opponent of the 
motion be permitted to conduct essential examination which might, 
hopefully, produce information sufficient to defeat the motion. Cf. 
Evans v. Rohrbach, 35 N.J.Super. 260, 268-269, 113 A.2d 838 ( App.Div.), 
affirmed o. b., Evans v. Mathews, 19 N.J. 362, 117 A.2d 203 (1955); Van 
Dyke v. Carol Building Co., 36 N.J.Super. 281, 287-288, 115 A.2d 607 
(App.Div.1955); Hohl v. Mettler, 62 N.J.Super. 62, 69, 162 A.2d 128 
(App.Div.1960). Defendants have been afforded ample opportunity to 
demonstrate a genuine material conflict; and their failure to do so, or to 
take advantage of a method which might have enabled them to do so, 
must necessarily result in remitting them to their recourse against the 
third-party defendant, United. 

Judgment affirmed. 


NEW HOUSING ACT AMENDS FEDERAL RESERVE ACT 


The Housing Act of 1961, approved June 30, 1961, has 
amended the fourth paragraph of Section 24 of the Federal 
Reserve Act in order to assure the authority of national banks 
to make FHA-insured home improvement loans under a new 
home improvement and rehabilitation loan program provided 
by the Housing Act, notwithstanding the fact that such loans 
may not be secured by a first mortgage. The new Act also 
amends Section 24 to make certain limitations and restrictions 
on the granting of real estate loans by national banks inap- 
plicable to farm housing loans insured under Title V of the 
Housing Act of 1949. Federal Reserve Bulletin, July 1961. 
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Court Sustains Transfer Challenged As Voidable 
Preference 


Engaging in a lengthy discussion of the law of preferences 
under the Bankruptcy Act the United States District Court for 
the Northern District of Iowa pointed out that what began as 
a cash sale could well have ended up as a voidable preference. 
The purchaser tendered his check for corn in a simultaneous 
exchange. The check was dishonored and a month elapsed 
before the seller was paid. The court stated that ordinarily 
the holder of a check given as payment in a cash sale does not 
become a creditor by waiting a reasonable time to cash the 
check but held that the dishonor of the check transformed the 
seller into a creditor of the buyer. 


The bankruptcy of the buyer within four months of his 
ultimate payment for the corn tendered the question whether 
such payment constituted a voidable preference. The court 
held that the bankrupt’s schedules showing his insolvency on 
the date of bankruptcy established his insolvency nearly six 
months earlier, the date of the alleged preferential payment, 
where the bankrupt testified that there had been no substantial 
change in his condition between bankruptcy and the date of 
the challenged transfer. Holding, however, that knowledge of 
inability to meet debts as they mature does not give reasonable 
cause to believe that a debtor is insolvent in the bankruptcy 
sense, the court refused to avoid the challenged payment. En- 
gelkes v. Farmers Co-Operative Company, United States Dis- 
trict Court, Iowa, 194 F. Supp. 319. The opinion of the court 
follows: 


GRAVEN, D. J.—The plaintiff, as duly appointed trustee in bank- 
ruptcy for Harold Gibleon, bankrupt, commenced this action against the 
defendant seeking to set aside and recover a payment in the amount of 
$11,704.97 allegedly made by the bankrupt to the defendant within four 
months of bankruptcy. Plaintiff urges that such payment constituted a 
preferential transfer under the provisions of Section 60 of the Bankruptcy 
Act, 11 U.S.C.A. § 96. The defendant admits that the payment in ques- 





NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 142. 
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tion was made but denies that the circumstances under which it was 
made were such as to make the payment a voidable preference. The 
case was tried to the Court, which has jurisdiction under the provisions 
of Section 60, sub. b of the Bankruptcy Act, 11 U.S.C.A § 96, sub. b. 

The facts leading up to and surrounding the transaction in question 
are as follows. The bankrupt herein, Harold Gibleon, who will herein- 
after be referred to as the bankrupt, was the owner and operator of a 
trucking line which had its headquarters in Conrad, Iowa. He operated 
that business from August, 1955, until August, 1958. In addition to gen- 
eral trucking for hire, he personally engaged in the buying and selling of 
grain for delivery to cattle feeders. The defendant is a co-operative 
grain elevator located in Dike, Iowa. 

On or shortly before April 9, 1958, the bankrupt contacted the office 
of the defendant by telephone and talked to the assistant manager. He 
inquired about the price of the corn which the defendant had for sale 
and made arrangements to purchase approximately 800 bushels of corn. 
During the course of that conversation, the assistant manager of the de- 
fendant asked the bankrupt how he intended to pay for the corn and 
was told that payment would be made by a personal check drawn on the 
bankrupt’s account at the Farmers Savings Bank of Grundy Center, 
Iowa. Although Conrad, Dike, and Grundy Center are all located in 
Grundy County, Iowa, the bankrupt at that time was unknown to those 
in charge of the defendant’s operations. Immediately after talking with 
the bankrupt on the telephone, the assistant manager of the defendant 
telephoned the Farmers Savings Bank of Grundy Center and talked to 
the cashier of that bank about the status of the bankrupt’s account. He 
was told in substance that the bankrupt had maintained a checking ac- 
count at that bank for some time, that he had always maintained a good 
balance, and that there was no apparent reason why his checks would 
not be honored. The cashier also told the assistant manager of the de- 
fendant that the bankrupt was “reported to be a thin operator,” but that 
the bank could find no fault with his previous financial dealings with it. 

Later on the same day, the bankrupt’s trucks came to defendant's 
place of business and picked up 849 bushels of corn. The driver of the 
first truck delivered to the office of the defendant a blank check drawn 
on the Farmers Savings Bank of Grundy Center and signed by the bank- 
rupt. After the last load of corn had been hauled out, the weights were 
totaled and the check was filled in by the employees of the defendant 
so as to cover the amount of the purchase price for the corn sold. The 
check was honored by the drawee bank in due course. 

During the months of April, May and June of 1958, the bankrupt 
continued to purchase corn from the defendant. The nature of each 
transaction was the same as the initial purchase. The bankrupt would 
place each order by telephone and then send along a blank check, 
drawn on the Farmers Savings Bank and signed by himself, with the 
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driver of the first truck sent to pick up the corn. These checks were 
all subsequently filled in by employees of the defendant to cover the 
purchase price of the corn sold. Between April 9, 1958, and June 18, 
1958, the bankrupt delivered thirteen checks to the defendant in this 
manner. These checks, totaling $46,122.40, were all honored by the 
Farmers Savings Bank in due course. , 

On or shortly before June 19, 1958, the bankrupt again ordered a 
substantial quantity of corn from the defendant by telephone. The corn 
so purchased was hauled away from defendant’s place of business by the 
trucks of the bankrupt on June 19, 20, and 21. According to the estab- 
lished practice, a single blank check signed by the bankrupt was given to 
cover the price of the corn. That check was filled in by the employees 
of the defendant for the proper amount after all of the corn had been 
hauled out. The check was drawn on the Farmers Savings Bank and 
totaled $11,652.85. It was deposited by the defendant in the Iowa Sav- 
ings Bank of Dike, Iowa, on June 23, 1958, which was a Monday. During 
that same week, the bankrupt telephoned the office of the defendant and 
informed the assistant manager that the last check he had given them 
would be returned because of insufficient funds. He suggested that if 
they would run the check through again he would make sure that there 
were enough funds on deposit to cover it. Shortly thereafter, the check 
for $11,652.85 was in fact returned because of insufficient funds. Upon 
receiving it, the assistant manager of the defendant immediately tele- 
phoned the Farmers Savings Bank. He was told by the cashier of that 
bank that the bankrupt seemed to be having a little difficulty with his 
checking account and that, in addition to defendant’s check, two other 
checks drawn on his account had been returned because of insufficient 
funds. Subsequent to this conversation, the check in question was re- 
deposited by the defendant but was again returned unpaid because of in- 
sufficient funds. 


On at least four occasions between the time his check was initially re- 
turned to the defendant, and July 21, 1958, the bankrupt was contacted 
by the manager of the defendant. On each occasion the manager was in- 
formed by the bankrupt that the latter had sold a large amount of corn 
in the western part of the state for which he had not as yet been paid. 
The bankrupt gave the assurance that as soon as those accounts were 
collected he would be able to make good the $$11,652.85 check. When 
pressed for the names of some of these accounts, the bankrupt informed 
the manager of the defendant that one of the persons owing him money 
was a man named McPherson who lived near Atlantic. Following the 
bankrupt’s reference to a Mr. McPherson, the manager and assistant man- 
ager of the defendant checked with the sheriffs office and with several 
banks in Atlantic concerning the existence of a person named McPherson 
who might have been purchasing corn. They were unable to get any 
confirmation of the man’s existence from those sources. 
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A few days prior to July 21, 1958, the manager of the defendant in- 
formed the bankrupt that the defendant had gone as far as it could with 
him and that it was about to turn the matter over to its attorney for 
handling. The bankrupt was informed that a meeting pertaining to the 
matter would be held at an attorney’s office in Grundy Center on July 21, 
1958, and that he might attend if he wished. Such a meeting was held 
and the bankrupt was present together with the manager and several 
directors of the defendant and the attorney retained by the defendant. 
At that time, the bankrupt was informed that his total obligation to the 
defendant, including attorney fees and protest fees, was $11,704.97. He 
then offered to settle that obligation by endorsing to the defendant cer- 
tain checks payable to him which were drawn on a Marshalltown, Iowa, 
bank. These checks had been received from a customer as an advance 
for corn to be delivered in the future. The manager of the defendant 
refused to take the checks but offered to drive the bankrupt to Marshall- 
town so that the latter might cash the checks at the drawee bank. A trip 
was made to Marshalltown, the checks were cashed, and the bankrupt re- 
turned to the attorney's office in Grundy Center with cashier's checks 
totaling $11,200 and $504.97 in cash. The cashier's checks and cash were 
accepted by the manager of the defendant in full settlement of the debt 
owed it by the bankrupt and the latter was given a receipt therefor. On 
November 20, 1958, an involuntary petition in bankruptcy was filed 
against the bankrupt in this District by certain of his creditors under 
which he was subsequently adjudicated to be a bankrupt. 

It is the payment made by the bankrupt to the defendant in the at- 
torney’s office on July 21, 1958, which is herein assailed as a preference. 
The date of that transfer falls within the four-month period prescribed 
by Section 60, sub. a of the Bankruptcy Act, 11 U.S.C.A. § 96, sub. a, by 
one day. All payments made by a debtor to his creditors, even though 
made during the four-month period preceding the filing of a petition 
in bankruptcy, are presumed to be valid and a trustee who seeks to 
avoid such payments bears the burden of establishing all of the several 
elements of a voidable preference as set forth in the Bankruptcy Act. 
Republic National Bank of Dallas v. Vial, 5 Cir., 1956, 232 F.2d 785, 789; 
Canright v. General Finance Corp., 7 Cir., 1941, 123 F.2d 98, 99; Doyle 
Dry Goods Co. v. Lewis, 8 Cir., 1925, 5 F.2d 918, 919; 3 Collier, Bank- 
ruptcy, par. 60.62 (1956). In order for a transfer to constitute a pref- 
erence, as defined by Section 60, sub. a of the Bankruptcy Act, 11 U.S.C.A. 
§ 96, sub. a, it must be: (1) a transfer of any of the debtor’s property 
that is (2) to or for the benefit of a creditor, (3) for or on account of an 
antecedent debt, (4) made or suffered by the debtor while insolvent 
and (5) within four months of bankruptcy, (6) the effect of which trans- 
fer will be to enable such creditor to obtain a greater percentage of his 
debt than some other creditor of the same class. Dinkelspiel v. Garrett, 
D.C.1951, 96 F.Supp. 800, 803; 3 Collier, supra, par. 60.02. In addition. 
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before a trustee may avoi‘l a preference as above defined he must also 
establish that the creditor receiving the preference had, at the time when 
the transfer was made, reasonable cause to believe that the debtor was 
insolvent. Bankruptcy Act Sec. 60, sub. b, 11 U.S.C.A. § 96, sub. b; 
Dinkelspiel v. Garrett, supra. 

In the present case, certain of the elements of a preferential transfer 
are quite clearly established and need not be treated in detail. The first 
element, a transfer of the debtor’s property, clearly appears from the facts 
heretofore set forth. The fifth element, relating to the four-month pe- 
riod, is clearly established by the record for, as it will later be dem- 
onstrated, the date of the transfer here involved must be taken as being 
July 21, 1958. The sixth element is also clearly established. Certain 
schedules listing the bankrupt’s assets and his unsecured creditors at the 
time of bankruptcy have been introduced into evidence in this case. 
The bankrupt testified that they accurately reflect his financial situation 
in regard to such creditors. This evidence, which stands uncontroverted, 
clearly establishes that the unsecured creditors cannot possibly be paid in 
full. It naturally follows, therefore, that the bankrupt, by paying in full 
the debt he owed the defendant, enabled the latter to obtain a larger 
percentage of its debt than the other unsecured creditors. It is to be 
noted that it is far easier for the trustee to prove this element where the 
payment of a debt in full is attacked as preferential than where the par- 
tial payment of a debt is so attacked. As an example of the latter situa- 
tion, see Barry v. Crancer, 8 Cir., 1951, 192 F.2d 939. 

The principal controversies in the present case arise in connection 
with the second, third and fourth elements of a preference, heretofore set 
forth, and the existence of a “reasonable cause to believe” that the debtor 
was insolvent at the time the transfer was made. The parties, in present- 
ing the case, have treated the elements of “to or for the benefit of a 
creditor,” and “on account of an antecedent debt,” as identical for pur- 
poses of the proof required. They have assumed that if the transfer 
herein attacked was for an antecedent debt, it would necessarily mean 
that the defendant at that time was a creditor of the bankrupt. The 
Court is in accord with this view and those two elements will be con- 
sidered together. 

It is well settled that in order for a preference to be effected, the 
transfer involved must diminish the fund to which other creditors of the 
same class may resort for payment. Continental & Commercial Trust & 
Savings Bank v. Chicago Title & Trust Co., 1913, 229 U.S. 435, 443, 33 
S.Ct. 829, 57 L.Ed. 1268; Brown Shoe Co. v. Carns, 8 Cir., 1933, 65 F.2d 
294, 296; Dinkelspiel v. Weaver, D.C.1953, 116 F.Supp. 455, 459-460; 3 
Collier, supra, par. 60.20. When a debtor engages in a straight cash 
transaction, wherein something of value is purchased for a reasonable 
price, a diminution of the debtor’s estate does not occur. See cases cited 
In re Nizolek Furniture & Carpet Co., Inc., D.C.1947, 71 F.Supp. 1012, 
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1015. Therefore, in order to be a preference, a transfer must be for an 
antecedent debt and not founded wholly on a new consideration. In 
applying the foregoing principles, it has been held that any extension 
of credit, no matter how brief, establishes an antecedent debt under 
Section 60 of the Act. National City Bank of New York v. Hotchkiss, 
1913, 231 U.S. 50, 58, 34 S.Ct. 20, 58 L.Ed. 115; Engstrom v. Wiley, 
9 Cir., 1951, 191 F.2d 684, 687; In re John Morrow & Co., D.C.1901, 134 
F. 686. But, ordinarily, the holder of a check given as payment in a cash 
sale does not become a creditor on an antecedent debt by waiting a 
reasonable time to cash the check. Engstrom v. Wiley, supra, 191 F.2d 
at page 689; In re Perpall, 2 Cir., 1921, 271 F. 466, 468-469. If the check 
is honored in due course, there has been a substantially simultaneous 
exchange of cash for goods. 

In the present case, the transaction on June 19-21 began as a cash 
transaction with no extension of credit. The issue presented is whether 
the delay in the ultimate payment transformed that transaction into one 
involving an extension of credit. In 4 Remington, Bankruptcy, Sec. 
1661.2 (rev. ed. 1957), the author states: 


“Delay in making a promised payment, transfer of property, or 
giving of security, in connection with a transaction which was in- 
tended by the parties to be current and upon present considera- 
tion, may result in ultimate performance being regarded as with 
respect to past credit and on account of antecedent indebted- 
ness. . . 


Later, in the same Section, the author continues: 


“Although a transaction starts out as a new one, for cash, it can 
become transmuted into one for credit where payment is delayed 
and the party to whom it is due treats the bankrupt as a general 
debtor without attempting to rescind.” 


The principles involved seem to be well illustrated by the case of Security 
Trust & Savings Bank v. William R. Staats Co., 9 Cir., 1916, 233 F. 514, 
certiorari denied 1916, 242 U.S. 639, 37 S.Ct. 111, 61 L.Ed. 540. In that 
case, the defendant sold 200 shares of oil stock to the bankrupt on March 
15 and received a check for $12,900 as payment. On March 16, that 
check was returned to the defendant by the drawee bank because of 
insufficient funds. The bankrupt was informed of this fact on that same 
day and asked the defendant to put the check through the bank again. 
This was done and on March 18, the check was again returned unpaid. 
At the bankrupt’s request, the defendant ran the check through the bank 
a third time, also on March 18, and again it was returned unpaid. Follow- 
ing this, the bankrupt informed the defendant that the bankrupt was soon 
to receive payment for some real estate sold by it and that it would be 
able to make good on the returned check as soon as this was concluded. 
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On March 20, when again pressed about the matter by the defendant, 
the bankrupt conveyed to the defendant a security interest (trust deed) 
in certain real estate owned by it. The transfer of the security interest 
so given was later attacked as preferential. The Court of Appeals for 
the Ninth Circuit, in holding that the transaction did effect a preference, 
rejected the contention of the defendant that the relationship between 
the parties to the transfer was not that of debtor and creditor. The Court 
stated in this respect (233 F. at page 518): 


“ 


. . we believe that the Staats Company [the defendant] be- 
came a general creditor of the bankrupt, and that the transaction 
was broken in its continuity when the Staats Company agreed to 
wait for its money and to send the check through the bank the sec- 
ond and third time and when it agreed to wait to see whether the 
bankrupt would obtain money which its agents said was expected 
from the sale of certain other property, no effort having been made 
by the Staats Company to prevent the shares of stock which had 
been sold and delivered to the Stilson Company [the bankrupt] 
from passing out of the hands of the Stilson Company... .” 


The rationale of the Staats case has been tacitly approved by the Court 
of Appeals for this circuit in the case of Bostian v. Levich, 8 Cir., 1943, 
134 F.2d 284, 286. 

It is the view of the Court that the circumstances in the present case 
were such that the defendant did become a creditor of the bankrupt after 
the check was initially returned because of insufficient funds and that the 
payment made by the bankrupt on July 21, was made upon this ante- 
cedent obligation. The manager of the defendant testified that he was 
not concerned when the check was originally returned unpaid and that 
he considered that it would only be a matter of time before the defendant 
made good upon the obligation. This is evidence of an extension of 
credit in fact even though not made willingly. This finding is in accord 
with the well-settled rule that property converted, embezzled, obtained 
by fraud, or otherwise misappropriated by a bankrupt can be claimed 
from the bankrupt estate only so long as it can be definitely traced, with 
the consequence that repayment by the bankrupt with other than the 
very property taken or the traceable proceeds thereof will constitute a 
preference if the other elements of Section 60 are present. See Cunning- 
ham v. Brown, 1924, 265 U.S. 1, 44 S.Ct. 424, 68 L.Ed. 873 (Ponzi case); 
Morris Plan Industrial Bank of New York v. Schorn, 2 Cir., 1943, 135 F. 
2d 538, 539; Atherton v. Green, 7 Cir., 1910, 179 F. 806, 808, 30 L.R.A., 
N.S., 1053; Malone v. Gimpel, D.C.1956, 151 F.Supp. 549, 554; Dinkelspiel 
v. Garrett, D.C.1951, 96 F.Supp. 800, 804-805. See generally in this re- 
spect the cases collected in 103 A.L.R. 310 (1936). In attempting to 
trace the property misappropriated, the rules of equity relating to the 
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tracing of trust property are to be applied. Atherton v. Green, supra, 
179 F. at page 808; 3 Collier, supra, par. 60.18. 

The conversion and fraud cases illustrate that a willing extension of 
credit is not necessary in order to create an antecedent debt under the 
preference provisions of the Act. In Atherton v. Green, supra, the Court 
stated (179 F. at page 808): 


“.. . the misappropriation [by the bankrupt] vested no right to 
the fund in favor of the estate in bankruptcy, and the owner in 
such case is entitled to follow and recover the amount, in so far as 
it either remains on hand or is traceable into other investments or 
property derived therefrom. Failing such recourse to the trust 
fund; it is optional with the owner to treat the misappropriation 
as an indebtedness, thereby becoming a creditor on a par with 
other general creditors of the estate and subject to the bankruptcy 
provisions applicable to such relation. With neither the property 
nor its proceeds appearing on hand in any form, the fact that the 
indebtedness arose through conversion of the property gives the 
owner thereof no right of preference over general creditors.” (Em- 
phasis supplied. ) 


It is the view of the Court that the present situation is similar to the 
conversion and fraud cases. The corn in question was parted with by 
the defendant upon the implied condition that the check given as pay- 
ment would be honored by the bank. See Crescent Chevrolet Co. v. 
Lewis, 1941, 230 Iowa 1074, 300 N.W. 260, 262. When the check was 
returned unpaid, the defendant had a right to repossess the corn if it 
could be traced. If the corn which had been delivered in exchange for 
the check or the proceeds derived directly therefrom could not be traced, 
the defendant stood as a general creditor of the bankrupt to the extent of 
the unpaid check. The record in the present case does not reveal the 
disposition made by the bankrupt of the corn in question. The record 
does reveal that the July 21 payment was not made with the proceeds 
from the sale of that corn. Whether or not the defendant could at any 
time have successfully recovered back the corn is immaterial, however. 
The impossibility of rescission does not prevent one from being forced 
into the status of a general creditor. Atherton v. Green, supra, 179 F. 
at page 808. 

The defendant maintains that the payment made on July 21, 1958, 
did not in fact result in a diminution of the bankrupt’s estate because, 
under the Iowa sales law, title to the corn did not pass to the bankrupt in 
the worthless check transaction. It is therefore urged that on July 21, 
there was a fair exchange founded on present consideration; the bank- 
rupt’s estate receiving title to the corn and the defendant receiving the 
equivalent in cash. While the defendant is correct as to the passage of 
title under the Iowa law, it would require a strained construction of the 
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July 21 transaction in order to consider the payment made as being for 
the release of the defendant’s right to recover back the corn taken on 
June 19-21 rather than being a delayed payment for the corn itself. 
Perhaps, in a proper factual situation, a delayed payment could be con- 
sidered to be given for the release of an existing right of rescission but in 
the present case all the evidence is indicative of a creditor diligently 
pursuing its debtor for payment on an existing obligation. It is doubtful 
that there was ever any possibility of recovering back the corn. This 
view is in accord with the holding of the Court in Security Trust & Sav- 
ings Bank v. William R. Staats Co., supra, wherein an identical argument 
was advanced. In rejecting the argument, the Court of Appeals for the 
Ninth Circuit stated (233 F. at page 518): 


“That part of the argument made by the appellee . . . wherein 
the point is made that the giving of the check by the [bankrupt] 
was a representation that that corporation had sufficient funds to 
meet the check, and that, such a representation not being true, 

- a fraud was perpetrated . . . and that title remained in the Staats 
Company [appellee], and did not pass until the note and deed of 
trust were accepted, has received our careful consideration. But 
whatever right of rescission existed because of misrepresentation 
by the [bankrupt] in giving the check was abandoned by the posi- 
tion taken when security was accepted for the purchase money.” 


The case of Engstrom v. Benzel, 9 Cir., 1951, 191 F.2d 689, relied upon by 
‘the defendant, reaches a different conclusion than that just advanced. It 
is to be noted, however, that the Benzel case was decided under the pro- 
visions of the preference laws of the State of Washington rather than 
under Section 60 of the Bankruptcy Act. For an excellent treatment 
of this area of the law wherein the Benzel case is criticized as authority 
under the Bankruptcy Act, see Fallon, Cash Sales—Bad Check Doctrine— 
Waiver—Voidable Preferences, 26 Referees’ Journal 117 (1952). 

Remaining to be considered is the question of the bankrupt’s insol- 
vency on July 21, 1958, and the additional question of whether, on the 
basis of the facts available to it, the defendant had reasonable cause to 
believe that the bankrupt was insolvent on the date. Section 1(19) of 
the Bankruptcy Act, 11 U.S.C.A. § 1(19), provides: 


“A person shall be deemed insolvent within the provision of this 
title whenever the aggregate of his property, exclusive of any 
property which he may have conveyed, transferred, concealed, 
removed, or permitted to be concealed or removed, with intent to 
defraud, hinder, or delay his creditors, shall not at a fair valuation 
be sufficient in amount in pay his debts.” 


It is to be noted that the definition of “insolvency” appearing in the 
Bankruptcy Act is a “balance sheet” definition and requires the weighing 
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of assets against liabilities. It differs in this respect from the conven- 
tional definition of insolvency which is “a general inability to meet 
pecuniary liabilities as they mature, by means of either available assets 
or an honest use of credit.” See 4 Remington, supra, Sec. 1686 (footnote 
6). Ordinarily, an adjudication that an individual is bankrupt creates no 
presumption of the bankrupt’s insolvency at some prior date. Arkansas 
Oil & Mining Co. v. Murray Tool & Supply Co., 8 Cir., 1942, 127 F.2d 
564, 566; Dinkelspiel v. Weaver, D.C.1953, 116 F.Supp. 455, 461. How- 
ever, if it is shown that a debtor is insolvent at the time of being ad- 
judicated a bankrupt, and further shown that no substantial change in his 
financial condition has occurred between the time of an alleged pref- 
erence and the time of adjudication, such evidence may be sufficient to 
establish insolvency at the time of the alleged preference. Brown Shoe 
Co. v. Carns, 8 Cir., 1933, 65 F.2d 294, 296; Dinkelspiel v. Weaver, supra, 
116 F.Supp. at page 461. 

In the present case, schedules were filed by the bankrupt on January 
8, 1959, in connection with the administration of his estate in bankruptcy. 
The information contained in those schedules clearly shows that on that 
date his debts greatly exceeded his assets. Those schedules were intro- 
duced into evidence and the bankrupt testified that they accurately re- 
flected his financial condition at the time of bankruptcy. In addition, 
the bankrupt testified that there had been no substantial change in his 
condition between bankruptcy and July 21, 1958, the date of the chal- 
lenged transfer. Nothing in the record contradicts this evidence and it 
is the finding of the Court, based on such evidence, that the bankrupt was 
in fact insolvent in the bankruptcy sense on July 21, 1958. Insolvency 
was similarly established in the case of New York Credit Men’s Associa- 
tion v. Chaityn, D.C.1939, 29 F.Supp. 652, 653. 


The plaintiff has established by a preponderance of the evidence all 
of the elements of a technical preference. However, in order to avoid 
the transfer here involved as a preference, the plaintiff has to further es- 
tablish by a preponderance of the evidence that at the time of said 
transfer the defendant had “reasonable cause to believe” that the bank- 
rupt was insolvent. 

In considering the cases relating to this question, some difficulty is 
encountered from the fact that the applicable provisions of the Bank- 
ruptcy Act have been altered from time to time. Under the Act of 1898 
(30 Stat. 562), it was necessary to establish that the creditor had reason- 
able cause to believe that the transfer was intended as a preference 
before such transfer could be avoided. Under the 1910 amendment (36 
Stat. 842), the provision was changed so as to make a preference voidable 
if there had been reasonable cause for the creditor to believe that a 
preference would be effected. The present provision was inserted in 
the Chandler Act of 1938 (52 Stat. 869) and requires only that the trustee 
establish that the creditor had a reasonable cause to believe that the 
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debtor was insolvent at the time of the transfer. Because of the changes 
in the Act, cases decided under provisions other than the present statute 
are not always helpful. 

The question as to whether the defendant had “reasonable cause to 
believe” that the bankrupt was insolvent at the time of the transfer in 
question is one of fact. The cases involving that question generally in- 
volve a variety of circumstances peculiar to the particular case. See 
Harrison v. Merchants National Bank, 8 Cir., 1942, 124 F.2d 871, 873. 
However, some rules appear from the cases. It is not essential that the 
creditor have actual knowledge of, or believe in, his debtor's insolvency. 
If he has knowledge of facts sufficient to put a prudent man on inquiry, 
he is chargeable with knowledge of the facts which such inquiry would 
disclose. Marks v. Goodyear Rubber Sundries, Inc., 2 Cir., 1956, 238 
F.2d 533, 535, 62 A.L.R.2d 770; Dinkelspiel v. Weaver, D.C.1953, 116 
F.Supp. 455, 462; Rollins v. Repper, D.C.1947, 69 F.Supp. 976, 979; 3 
Collier, supra, par. 60.53. The Courts have been careful to distinguish 
a “reasonable cause to believe” in a debtor’s insolvency from mere appre- 
hension or suspicion on the part of the creditor. Reasonable cause to 
suspect is not the equivalent of a reasonable cause to believe. Harrison v. 
Merchants National Bank, 8 Cir., 1942, 124 F.2d 871, 873; 3 Collier, 
supra, par. 60.53. 

The plaintiff contends that he has established by a preponderance of 
the evidence that the defendant, at the time of the transfer, had rea- 
sonable cause to believe that the bankrupt was insolvent. In support 
of that contention, he calls attention to the following items of evidence: 
(1) the defendant had been informed by the Farmers Savings Bank at 
the inception of its dealings with the bankrupt that he was “reported to 
be a thin operator”; (2) a check given to the defendant by the bankrupt 
was twice returned by the bank on which it was drawn for insufficient 
funds; (3) the defendant was informed by the same bank that at least 
two other checks drawn on the bankrupt’s account had been dishonored 
prior to the dishonor of the defendant’s check; (4) the defendant pressed 
the bankrupt hard for payment and eventually gave him the ultimatum 
about turning the matter over to an attorney for handling; (5) the de- 
fendant knew that the bankrupt had given it erroneous information 
about a particular person who was alleged to be indebted to the bank- 
rupt. 

The defendant contends that the circumstances relied upon by the 
plaintiff do not, in view of all of the other surrounding circumstances, 
establish that the plaintiff had reasonable cause to believe that the 
bankrupt was insolvent at the time of the transfer. In connection with 
that contention, the defendant cites the case of Harrison v. Merchants 
National Bank, 8 Cir., 1942, 124 F.2d 871. The Court in that case stated 
as follows (124 F.2d at page 873): 
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“As one views any business failure in the retrospect, many in- 
cidents and circumstances bearing upon a bankrupt’s financial con- 
dition loom much larger and more formidable than they did before 
the crash occurred. All well-considered cases have enunciated 
the doctrine that mere apprehension on the part of the creditor is 
not equivalent to good cause to believe that insolvency exists. . . .” 


Under the Bankruptcy Act, the definition of insolvency is not based 
upon an inability to meet debts as they become due but rather upon 
an insufficiency of assets to pay debts. Therefore, a shortage of ready 
money does not in and of itself evidence insolvency. For this reason, 
the fact that a creditor knows of the inability of a debtor to make pay- 
ments on demand is not conclusive on the question of reasonable cause. 
De Santo v. Noto Lumber Co., D.C.1957, 153 F.Supp. 801, 803; In re 
Venie, D.C.1948, 80 F.Supp. 247, 249. Knowledge that a debtor is 
short of cash is not necessarily grounds for believing him to be insolvent. 
Salter v. Guaranty Trust Company, D.C.1956, 140 F.Supp. 111, 114. The 
fact that a creditor knew that some of the debtor's checks had been 
dishonored is not conclusive on the question as to whether the creditor 
had reasonable cause for believing the debtor to be insolvent. Bostian 
v. Levich, 8 Cir., 1943, 134 F.2d 284, 286. 

It is the claim of the defendant that the inferences to be drawn from 
all of the circumstances are consistent with the theory that the defendant 
did not have reasonable cause to believe that the bankrupt was insolvent 
and that the inferences to be drawn from the circumstances relied on 
by the plaintiff are not entitled to the weight claimed for them by the 
plaintiff. In 3 Collier, supra, par. 60.62, it is stated: 


“... The law places upon the trustee (or receiver) the unmis- 
takable burden of proving by a fair preponderance of all the 
evidence every essential, controverted element resulting in the 
composite voidable preference. A presumption arises that pay- 
ments made by the bankrupt to creditors are valid, and the 
trustee seeking to recover such payments must overcome this 
presumption by adequate proof of a voidable preference. Where 
inferences from proved facts are to be drawn, the rule obtains 
that if two inferences of substantially equal weight may reason- 
ably be drawn from the proved facts, then that inference shall 
prevail which sustains the transfer. .. .” 


The fact that the defendant had been informed some months earlier 
that the bankrupt was repotred to be a “thin operator” did not in itself 
give rise to the inference he was insolvent. The defendant sold grain 
to the bankrupt for a period of more than two months thereafter, during 
which time the bankrupt purchased grain and gave thirteen checks for 
grain totaling over $46,000 which were promptly paid. The dishonor 
of the check in question and two other checks could be as consistent with 
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the theory that the bankrupt was temporarily short of ready money as it 
was with the theory that he was insolvent. The fact that he was able 
to raise a substantial amount of money to meet the check in question 
would tend to support the former theory. The fact that the defendant 
misrepresented the existence of a particular account receivable could be 
consistent with the theory that the bankrupt was stalling for time to 
raise the money that he did raise. The fact that the defendant pressed 
the collection of the check in question with vigor is not necessarily in- 
consistent with the theory that the defendant did not have reasonable 
ground to believe that the bankrupt was insolvent. Where a vendor 
has sold a substantial amount of merchandise upon a presumed cash 
basis and the check given by the purchaser for such merchandise is 
dishonored, that vendor would naturally press for payment of the check 
regardless of the financial condition of the purchaser. 

Up until the time the check in question was dishonored, the business 
relationship between the defendant and the bankrupt had been very 
satisfactory. Viewing the circumstances as they existed at the time 
of the alleged preference, there was only one blot on an otherwise satis- 
factory record. The defendant knew that the nature of the bankrupt’s 
business operations was such that he bought corn for resale, a practice 
which might well result at times in a shortage of ready cash for business 
purposes. 

The inferences to be drawn from the proved facts are as consistent 
with the theory that the defendant did not have reasonable cause to 
believe that the bankrupt was insolvent as they are with the theory 
that the defendant did have reasonable cause to believe that the bank- 
rupt was insolvent at that time. Such being the situation, the plaintiff 
having the burden of proving the affirmative must fail. In the absence 
of the establishing of the affirmative by a preponderance of the evidence, 
the negative prevails. 

It is the finding and holding of the Court that the plaintiff has failed 
to establish by a preponderance of the evidence that the defendant had 
reasonable cause to believe that the bankrupt was insolvent at the time 
of the transfer in question. See, in this connection, Lang v. First Na- 
tional Bank, 5 Cir., 1954, 215 F.2d 118, 120-122; Salter v. Guaranty Trust 
Company of Waltham, D.C.1956, 140 F.Supp. 111, 114; Dinkelspiel v. 
Weaver, D.C.1953, 116 F.Supp. 455, 462. 

Because of the failure of the plaintiff to establish by a preponderance 
of the evidence that the defendant at the time of the transfer did have 
reasonable cause to believe that the bankrupt was insolvent, the transfer 
may not be avoided. 

It Is Ordered that judgment shall be rendered in favor of the de- 
fendant. 

The foregoing Opinion shall constitute the Findings of Fact and 
Conclusions of Law pursuant to Rule 52(a) of the Federal Rules of 
Civil Procedure, 28 U.S.C.A. 
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Bank’s Chattel Mortgage Held Invalid 


Travelite Trailer Company entered into an oral agreement 
with Davidson whereby he took a trailer on a consignment 
basis. Title to the trailer was to remain in Travelite until it was 
sold by Davidson. Thereafter Davidson appeared at Citizen's 
State Bank stating that he had bought the trailer. He pre- 
sented a fraudulent invoice as proof of his ownership. Relying 
solely on Davidson's representations the bank made a loan to 
Davidson taking as security a chattel mortgage on the trailer. 
In an action brought by the bank against Travelite to recover 
possession of the trailer after Davidson had defaulted on the 
loan, the trial court awarded judgment to the bank on the 
ground that where one of two innocent parties must suffer, the 
loss should fall on the one whose conduct enabled the third party 
to perpetrate the wrong. 


On appeal the judgment was reversed. The court stated 
that the transfer of possession of the trailer from Travelite to 
Davidson had no bearing on the making of the loan. The court 
pointed out that the bank had never seen the trailer, had no per- 
sonal knowledge that it was in Davidson's possession, relied en- 
tirely on his representations and made no effort to determine 
the true ownership of the trailer. The court held that the rule 
relied on by the trial court is not applied for the benefit of a 
party who has been guilty of carelessness or imprudence. Lin- 
ton v. Citizen's State Bank, Supreme Court of Oklahoma, 361 
P.2d 1071. The opinion of the court follows: 


PER CURIAM.—Parties are referred to as in the trial court, or by 
name. Plaintiff Bank filed its action in replevin against defendant Trailer 
Company, alleging, among other things, that it held a mortage on a 
certain Travelite Trailer, said mortgage having been executed by one W. 
Bert Davidson, who was at the time alleged to be the owner of the trailer. 
The petition further alleged default in payment of the obligation secured 
by the mortgage, demand for payment, and refusal; that defendant Trail- 
er Company was in possession of the trailer and prayed for a judgment 
for possession of the trailer, or its value in lieu thereof in the amount of 
$3,500. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 874. 
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The answer of Travelite generally denied all material allegations, ex- 
cept those admitted in the answer, and specifically denied that Davidson, 
the deceased former owner of West Tulsa Trailer Sales, was the owner 
of the trailer concerned. Travelite admitted that Davidson was in pos- 
session of the trailer at the time of execution of the mortgage, but alleged 
that such possession was pursuant to a consignment by Travelite, the 
manufacturer, to Davidson, the dealer, for sale. It alleged that the 
mortgage pleaded by plaintiff was void, having been made without the 
authority or consent of Travelite, the true owner. 


The reply of plaintiff Bank alleged, among other things, that Travelite 
was estopped to deny Davidson’s ownership of the trailer by reason of 
certain facts set out; that plaintiff was an innocent holder of an encum- 
brance against said trailer, and that if either plaintiff or defendant should 
suffer loss by reason of the acts of Davidson, the Trailer Company should 
suffer, because “they put the cause in motion whereby such a loss could 
occur to an innocent party”; and that defendant did not make a legal con- 
signment of the trailer concerned. 


The case was tried to the court, sitting without a jury, and at the con- 
clusion thereof judgment was entered for plaintiff bank. The court 
found that Davidson had the trailer in his possession on consignment from 
Travelite; that in obtaining the loan from plaintiff Bank, Davidson used 
a forged invoice and represented to the bank that he owned the trailer; 
that both plaintiff and defendant were innocent parties; that plaintiff 

‘bank used due diligence at the time of the loan in trying to determine 
who owned the trailer; and that plaintiff was entitled to possession of the 
trailer as against defendant Travelite. 

On appeal, defendant under its first proposition argues five specifica- 
tions of error, including both errors of law and errors of fact, and a sum- 
mary of the evidence is therefore necessary. 


About the first of April, 1957, Travelite’s agent entered into an oral 
agreement with Davidson, a dealer in new and used house trailers, by 
the terms of which Davidson agreed to take a Travelite Trailer on a con- 
signment basis. Title to the consigned trailer was to remain in Travelite 
until it was sold by Davidson, at which time a certificate of origin (see 
Title 47, Oklahoma Statutes, 1951, Sec. 23.3, as amended) would be de- 
livered to Davidson; with it, he could then obtain a certificate of title 
from the Oklahoma Tax Commission. 


On April 24th,Davidson appeared at the Citizens State Bank, which 
had financed his business transactions for some time, presented a fradu- 
lent invoice describing the trailer here concerned, said he had bought it 
and wanted to “floor” it so he could pay for it. The fraudulent invoice 
bore no reference to a conisgnment, but was marked “C.O.D.”, meaning 
collect on delivery. 

The true invoice under which the trailer was delivered was plainly 
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marked as follows: “The trailer herein described is consigned to you. 
Title remains in consignor. It may be repossed at will of consignor.” 

Relying on the false representations of Davidson, the bank advanced 
him $2,880, taking a promissory note and chattel mortgage on the trailer 
to secure the same. Thereafter the bank learned of some “irregularities in 
his operations” and on November 9th declared all of his indebtedness to 
the bank immediately due and payable. Very shortly thereafter, David- 
son died. 

Other particulars of the evidence will be noted hereinafter as neces- 
sary. 

After finding that the transaction between Travelite and Davidson was 
a consignment agreement, the trial court applied the rule that where 
one of two innocent parties must suffer, the loss should fall on the one 
whose conduct enabled the third party to perpetrate the wrong or cause 
the loss, and rendered judgment for plaintiff Citizens State Bank. 

Travelite agrees with the trial court's finding that there was a consign- 
ment instead of a sale, but the gist of the first proposition is that the rule 
applied, being founded upon the equitable doctrine of estoppel, was in- 
applicable under the circumstances, or was incorrectly applied. 

This argument must be sustained. There is ample evidence in the 
record that the arrangement between Travelite and Davidson was a con- 
signment agreement and not a sale, perhaps the most convincing being 
that Davidson never became obligated to pay the purchase price. David- 
son was free to return the trailer at any time, and Travelite was free to 
pick it up at any time. This question (liability for the purchase price) 
is one of the most material considerations in determining whether a given 
transaction is a consignment agreement or a sale. 46 Am.Jur. Sales, Sec. 18. 

In its answer brief, the Bank contends that the transaction between 
Travelite and Davidson was either a “sale” or a “verbal conditional saie” 
and not a consignment. But the lack of obligation to pay the purchase 
price, plus practically uncontradicted evidence that it was specifically 
agreed that title to the trailer was to remain in Travelite, are both stongly 
indicative of a consignment agreement and not a sale. 

Also, it is very doubtful that the Bank, not having filed a cross-appeal, 
is in a position here to complain of the holding of the trial court below. 
See Holshouser v. Holshouser, 166 Okl. 45, 26 P.2d 189. 

The evidence conclusively shows that in making the loan, the bank 
relied entirely upon the false representations of Davidson as to his owner- 
ship of the trailer, and that it made no effort whatsoever to check the 
veracity of his representations. Also, it may be strongly inferred from 
the evidence that prior to the making of the loan, no officer or agent of 
the bank had ever seen the trailer. We therefore hold that the finding 
of the trial court to the effect that plaintiff Bank acted with due diligence 
in trying to ascertain the true ownership of the trailer is not reasonably 
supported by any competent evidence. 
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Under these circumstances, we do not believe that Travelite was 
estopped to deny the ownership of the trailer by Davidson. Travelite had 
done nothing wrong. It had not been guilty of any error, either of omis- 
sion or commission. It had not violated any recording laws. It had merely 
dealt with Davidson in the due course of business in respect of a 
transaction generally accepted in business and commerce—a consignment 
agreement. The Bank argues that when Travelite put Davidson in 
possession of the trailer, it “put the cause in motion” which led to the 
Bank's loss. But, as we have shown, the transfer of possession had no 
bearing whatsoever on the making of the loan. Bank officials had never 
seen the trailer, had no personal knowledge that it was in Davidson's pos- 
session, and relied entirely on his representations, making no effort what- 
soever to determine the true ownership. So far as the bank was con- 
cerned, “Travelite” was just a name on the fraudulent invoice exhibited 
by Davidson. It therefore cannot be said that Travelite “put the cause 
in motion” whereby the bank was induced to make the loan. See Gooch 
v. Natural Gas Supply Co., 175 Okl. 153, 51 P.2d 932, 933, wherein this 
court refused to apply the rule here concerned for the benefit of one who 
had purchased forged stock certificates, in her action against the com- 
pany concerned for damages for not recognizing her as a stockholder, 
the company not having been involved in the fraudulent sale. The 


court said: 


“The rule that where one of two innocent persons must suffer 
from the fault of a third, the loss must be borne by the one whose 
negligence enabled the third to commit the fault, is not applicable 
when plaintiff fails in a duty of care which he owes to himself fully 
as imperative as any owed to him by defendant... .” 


The rule is grounded upon the equitable doctrine of estoppel, and a 
careful examination of the cases involving fraud where it has been con- 
sidered reveals that this court has consistently refused to apply it for the 
benefit of one whose imprudence or carelessness has contributed to the 
fraud perpetrated upon him, but on the contrary, has consistently applied 
it in proper cases against such persons and in favor of innocent adverse 
parties. Stevens v. Pierce, 109 Okl. 106, 235 P. 174. Morris v. Packard 
Dallas Co., 184 Okl. 277, 86 P.2d 779; Al’s Auto Sales v. Moskowitz, 203 
Okl. 611, 224 P.2d 588. 


In Al's Auto Sales v. Moskowitz, supra, the rule was applied against 
an auto dealer who had accepted a bad check in payment of an automo- 
bile, in his action in replevin against the vendee of the one who gave 
the bad check. Defendant Bank argues vigorously here that the situation 
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in Al's Auto Sales v. Moskowitz is analogous to this case, and Travelite 
is estopped to deny Davidson’s ownership, just as Al’s Auto Sales was 
estopped to deny the ownership of Moskowitz. 

Such argument is based upon a misconception of the relative portions 
of the parties. In Al's Auto Sales v. Moskowitz, the auto dealer sold the 
auto concerned to Cross, who resold to Moskowitz. When the check 
from Cross to the Auto dealer was dishonored, the dealer began a replevin 
action against Moskowitz. Moskowitz pleaded an estoppel against the 
dealer, and the plea was sustained. It is apparent that, so far as third 
parties were concerned, Cross had a right to sell to Moskowitz, since the 
dealer had sold the car to Cross. 

Here title remained in Travelite. Davidson therefore had no right 
to mortgage the trailer, since he did not own it. 

Plaintiff Citizens State Bank in the instant case and Al’s Auto Sales 
in the above case occupy comparable positions. In each case, it 
was the “misplaced confidence” of plaintiff which set off a chain 
of circumstances resulting in loss to a party innocent of wrongful intent. 
See Morris v. Packard Dallas Co., supra, in which the court said in the 
body of the opinion, “the loss will be placed upon him whose misplaced 
confidence . . . made the wrong possible.” [184 Okl. 277, 86 P.2d 781]. 
(Emphasis supplied. ) 

We hold that Travelite was not estopped to deny the ownership 
of the trailer by Davidson, and that the rule applied by the trial court 
was therefore inapplicable. 

There being no estoppel as against Travelite, the Citizens State Bank 
was subject to the elementary rules that a mortgagor cannot give a mort- 
gage on property which he does not own, and that it is the duty of the 
mortgagee to see that the mortgagor has good title to the property which 
he undertakes to mortgage. 14 C.J.S. Chattel Mortgages § 23. We 
have previously shown that the Bank did not fulfill that duty. 

In view of the above holding, it is not necessary to consider defend- 
ant’s second proposition. 

The judgment is reversed and the cause remanded with directions to 
enter judgment for defendant. 

The Court acknowledges the aid of Supernumerary Judge N. S. Corn 
in the preparation of this opinion. After a tentative opinion was written, 
the cause was assigned to a Justice of this Court. Thereafter, upon re- 
port and consideration in conference, the foregoing opinion was adopted 
by the court. 

BLACKBIRD, V. C. J., and WELCH, DAVISON, HALLEY, JOHN- 
SON, JACKSON, IRWIN and BERRY, JJ., concur. 
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Bank of Deposit Becomes Holder for Value by 
Permitting Depositor to Withdraw Proceeds 
of Check 


In an action brought by a bank of deposit as an alleged 
holder in due course of certain checks which it accepted for 
deposit, the Supreme Court of Oklahoma reaffirmed its adher- 
ence to the majority rule that the mere crediting of the pro- 
ceeds of the check to the account of the depositor does not 
constitute the giving of value so as to constitute the bank of 
deposit a holder in due course. It held, however, in accord 
with the majority rule, that a complaint which alleged that the 
bank of deposit permitted the depositor to withdraw the pro- 
ceeds of the credit given for the checks prior to the receipt 
of notice that payment had been stopped by the drawer, stated 
a good cause of action against the drawer of the checks because 
the bank of deposit, by the giving of value for the checks, 
became a holder in due course. Iola State Bank v. Kissee, 


Supreme Court of Oklahoma, 363 P.2d 368. The opinion of 
the court follows: 


PER CURIAM. 

The Iola State Bank, organized and existing under the Laws of Kan- 
sas, with its place of business at Iola, Kansas, commenced its action 
against defendants for the collection of two checks issued by defendants 
who were doing business as Kissee Motor Company. The checks in 
question were drawn upon The Security Bank and Trust Co., of Miami, 
Oklahoma, and one was made payable to Stotler Motor and the other 
was made payable to McDonald-Stotler Motors. The petition alleged, 
inter alia, that both checks were deposited to the credit of Stotler Mo- 
tors in the Iola State Bank on August 22, 1959, and prior to August 27, 
and prior to notice of protest, this credit was withdrawn by Stotler 
Motors by payment by plaintiff of checks drawn by Stotler Motors 
against its account; that on August 27, 1959, The Security Bank and 
Trust Co., the bank on which the checks were drawn refused to pay 
said checks for the reason payment had been stopped. 

The petition further alleges that it took each of said checks in good 
faith and for value; that at the time each of said checks were paid by 
it, it had no notice of any infirmity in the instrument or defect in the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 645. 
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title of the payee of said checks, nor did it have any knowledge that 
payment would be refused; that the plaintiff is the holder in due course 
for value, and notwithstanding defendant stopping payment thereof, 
the defendants remain liable and indebted to the plaintiff for the full 
amount of each check together with protest fees thereon. 

The defendants filed a motion to dismiss on the grounds the plaintiff 
is a foreign corporation and is not licensed to transact business in Okla- 
homa, and that the defendants are not proper parties in that the petition 
contains no allegations that there was an agreement or contract between 
the plaintiff and defendants. In addition thereto the defendants de- 
murred to the petition on the grounds the petition does not state facts suf- 
ficient to constitute a cause of action in favor of the plaintiff and against 
the defendants. 

The trial court overruled the motion to dismiss but sustained the 
demurrer and from this action the plaintiff perfected this appeal. The 
parties will be referred to as they appeared in the trial court. 

We do not have the benefit of the trial court’s reasoning or grounds 
upon which he sustained the demurrer as the order did not set forth 
any finding upon which the conclusion was reached, nor did the trial 
court file a separate memorandum giving his reasoning or the authority 
upon which he predicated his ruling. 

In their endeavor to sustain the trial court’s order, the defendants 
contend the plaintiff is a foreign corporation, has not complied with 
Art. IX, Sec. 43, of the Constitution of the State of Oklahoma, and not 
being duly licensed to do business in this state, does not have the right 
to institute and prosecute to final conclusion the instant action. In 
support of this contention they cite and rely on Joiner v. Ardmore Loan 
& Trust Co., 33 Okl. 266, 124 P. 1073. We have carefully considered 
this case and do not agree with the interpretation placed thereon by 
the defendants. In fact, we specifically held in paragraph one of the 
syllabus that an answer setting up as a plea in bar, the failure of the 
plaintiff (corporation) to comply with Art. 9, Sec. 43, of the Constitution 
was subject to demurrer. 

The identical question raised by the defendants has been passed 
upon by this court numerous times and adversely to the defendants. 
In the case of Freemen-Sipes Co. v. Corticelli Silk Co., 34 Okl. 229, 124 
P. 972, we held: 


“The institution and prosecution of suits in the courts of this 
state by a foreign corporation is not doing business therein within 
the meaning of section 43, art. 9 of the Constitution, or of article 
23, c. 18 (sections 1225-1227) Wilson’s Rev. & Ann.St.1903.” 


To the same effect see J. P. Bledsoe & Son v. W. B. Young Supply Co., 
44 Okl. 609, 145 P. 1125; Central Life Assurance Soc. (Mutual) v. Tiger, 
177 Okl. 108, 57 P.2d 1182; Dime Savings & Trust Co. v. Humphreys, 
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175 Okl. 497, 53 P.2d 665; M. D. Wells Co. v. V. J. Howard & Co., 50 
Okl. 776, 151 P. 616; and Mitchelson v. Commercial Investment Trust, 
97 Okl. 98, 222 P. 663, and cases cited therein. 

The defendants next contend when the plaintiff accepted the checks 
for deposit with the endorsement “For Deposit Only” thereon, that 
such endorsement was restrictive, created the -relationship of debtor 
and creditor between the plaintiff and the Stotler Motors and no privity 
of contract between plaintiff and defendants was alleged and conse- 
quently plaintiff could not be a holder in due course. Because of this 
they contend no cause of action was alleged against the defendants. 

In considering this contention we find the general rule to be stated 
by the author in the annotation found in 59 A.L.R.2d 1181, wherein it 
is said: 


“Although the mere crediting by a bank of the proceeds of 
a negotiable instrument to the account of a depositor does not 
generally constitute a giving of value so as to constitute the 
bank a holder in due course, it has almost universally been held 
or stated that when the bank permits its depositor to withdraw 
completely or otherwise employ the proceeds of the item de- 
posited prior to receipt of any notice that payment has been 
stopped or that the instrument is defective, the bank has given 
value for the negotiable paper and is a holder in due course.” 


_ and lists thirty-four states, including Oklahoma, as following this rule. 
The Oklahoma case cited is Alamo National Bank of San Antonio, Tex. 
v. Dawson Produce Co., 78 Okl. 235, 190 P. 393, wherein we held: 


“Where a bank purchases a bill of exchange from the drawer 
before maturity, and gives the drawer credit on his deposit ac- 
count in the bank for the face value of the bill, such transaction 
only creates the relation of debtor and creditor, and does not 
constitute the bank a purchaser or holder for value; but if the 
deposit is drawn or checked out before the bill is accepted, the 
bank then becomes a purchaser for value.” 


In this connection see also First National Bank of Claremont v. Stallings, 
74 Okl. 180, 177 P. 373; National Bank of Commerce v. Ambruster, 42 
Okl. 656, 142 P. 393; and A. Morrison & Co. v. Farmers & Merchants’ 
Bank of Los Angeles, 9 Okl. 697, 60 P. 273. 

We therefore hold the petition of plaintiff contains allegations suffi- 
cient to state a cause of action in favor of the plaintiff and against the 
defendants and it was reversible error on the part of the trial court 
to sustain the demurrer. The cause is therefore reversed and remanded 
with directions to the trial court to vacate the order sustaining the 
demurrer, reinstate the petition, and take such other action as may be 
indicated. 
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The Court acknowledges the aid of Supernumerary Judge N. S. 
CORN in the preparation of this opinion. After a tentative opinion 
was written, the cause was assigned to a Justice of this Court. There- 
after, upon report and consideration in Conference, the foregoing 
opinion was adopted by the court. 


Guaranty of All Indebtedness Includes Liability 
as Guarantor 


Joseph Gorchoff endorsed a note given to Fannin State 
Bank by the maker. Upon the maker's failure to pay the note 
when due the Appellate Court of Illinois was called upon to 
interpret the terms of a written guaranty given to the bank 
by Jennie Grossman. 

In it she guaranteed the payment of “all indebtedness and 
liability of every kind . . .” of Gorchoff. Jennie Grossman con- 
tended that the guaranty was limited to indebtedness incurred 
by Gorchoff directly since throughout the instrument he was 
designated as “borrower.” She also pleaded that the guaranty 
“was neither agreed nor intended” to include liability of Gor- 
choff as an endorser and that it was signed on that condition 
and understanding. 

It is true, the court agreed, that the undertaking of a guar- 
antor is to be strictly construed but it pointed out on the other 
hand that a guaranty is a mercantile instrument serving the 
convenience of commercial intercourse, and should be con- 
strued according to what may fairly be said to be the under- 
standing of the parties. The court held that the term “borrower” 
was a term of convenience and was not intended to define the 
extent of the guaranty; it held that the guarantor was not en- 
titled to introduce any parol evidence and affirmed a judgment 
for the bank in its suit upon the guaranty. Fannin State Bank 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 616. 
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v. Grossman, Appellate Court of Illinois, 175 N.E.2d 268. The 
opinion of the court follows: 


SCHWARTZ, P. J.—In this case, both parties asked for judgment on 
the pleadings. The court allowed plaintiffs motion, entered judgment 
in its favor and defendant appealed. 

The suit involves construction of a guaranty given by defendant to 
plaintiff for the payment of “any and all indebtedness and liability of 
every kind, nature and character” incurred by one Joseph Gorchoff up to 
$10,000. Gorchoff endorsed a note to the bank given by the Luran Steel 
Supply Co., a corporation, of which he was president. When the note 
was dishonored and Gorchoff failed to pay, plaintiff sued defendant on 
the guaranty. The question is whether Gorchoff’s liability as an endorser 
is covered by the terms of the guaranty. 

It appears from the pleadings that Gorchoff originally did business as 
an individual under the name of Luran Steel Supply Co., and was so en- 
gaged when defendant executed and delivered her guaranty to the bank. 
At that time she handed an officer of the bank a cancelled guaranty agree- 
ment which she had previously signed for another bank and told the offi- 
cer that she would sign a similar guaranty. Accordingly, a guaranty iden- 
tical in substance was drafted by plaintiff and was executed by defendant. 
Sometime thereafter, Luran Steel Supply Co. was incorporated, and the 
note in question was executed by that company and endorsed by Joseph 
_ Gorchoft. 

Defendant contends that the guaranty was intended to cover money 
loaned directly to Gorchoff and not his liability as an endorser. The 
terms of the instrument, however, clearly contemplates the extension of 
credit and the incurring of liability beyond that of the narrow limitation 
placed on it by defendant. It provides that the bank shall give Gorchoff 
credit as he may desire and the bank may grant from time to time, 
whether to him alone or to him and others, and defendant guarantees 
payment in the following terms: 


. unconditionally guarantees prompt payment when due 
and at all times thereafter of any and all indebtedness and liability 
of every kind, nature and character and all renewals, extensions 
and modifications thereof now existing or which may hereafter 
exist from the Borrower to said Bank, howsoever and whensoever 
created, or arising or evidenced, or acquired ....” (Emphasis 
supplied. ) 


The only limitation on her obligation is that contained in the last para- 
graph: 
“It is understood that while the amount of credit extended to 
or liability incurred to the Bank by the Borrower is not limited, 
the liability of the undersigned to the Bank hereunder shall not 
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exceed Ten Thousand And No/one/Hundreds ($10,000) dollars. 
February 10, 1956. This Guaranty Is A Continuing One Or Unless 
Revoked in Writing.” 


The words “indebtedness and liability” are not limited to liability for 
money owing by Gorchoff individually. The last paragraph of the instru- 
ment makes that clear. It refers to “the amount of credit extended to 
or liability incurred to the Bank” by Gorchoff, and places one limitation 
on that credit or liability, that is, that it shall not exceed ten thousand 
dollars. 

As the transaction took place in Texas, the laws of that state would 
govern. The Texas statutes (17 Vernon’s Texas Civil Statutes, Title 98, 
Article 5936, Secs. 64, 66, pages 183-84) provides as follows: 


“Sec. 64. Where a person, not otherwise a party to an instru- 
ment, places thereon his signature in blank before delivery he is 
liable as an endorser, in accordance with the following rules: 


“(1) If the instrument is payable to the order of a third person, 
he is liable to the payee and to all subsequent parties. . . .” 


Section 66 fixes the obligation of the endorser as a liability and is within 
the terms of the guaranty. 


It is argued by defendant that since Gorchoff was designated as “bor- 
rower” in the instrument of guaranty, the guaranty must be limited to 
indebtedness incurred by him. The word “borrower” was merely a term 
of convenience and was not intended to define the extent of the guaranty. 
Other language in the instrument to which we have before referred makes 
this clear. 

It is true, as contended by defendant, that the undertaking of a guar- 
antor is to be strictly construed. Courts apparently consider that guaran- 
tors and sureties without compensation do not directly profit nor seek 
to profit from such a transaction, but are third persons who have become 
involved out of generosity or some incidental consideration. On the 
other hand, a guaranty is a mercantile instrument serving the uses and 
convenience of commercial intercourse, and should be construed ac- 
cording to what may be fairly said to be the understanding of the parties, 
as in any other contract. Booth v. Irving National Exchange Bank, 1911, 
116 Md. 668, 82 A. 652, 654. That case was similar to the instant one. 
The guarantor guaranteed to the extent of $10,000 the payment of all 
sums of money that might become due from one C. S. Norris upon all 
obligations “direct and indirect, written and verbal, and implied.” A 
corporation of which Norris was president borrowed money from the 
bank. Norris endorsed the note. The court held that the guaranty of 
payment was sufficient to cover his liability as an endorser. 


In these transactions it is generally the lender who prepares the in- 
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strument, and its provisions are in accordance with the established rule 
construed most strongly against it. In the instant case, defendant her- 
self presented to the bank the type of instrument she wanted to execute, 
and that rule would not apply Even if it did, the language is so clear 
that it appears to us to be conclusive. 

It is argued that it was improper for the court to enter judgment on 
the pleadings because of an alleged factual issue raised by the answer. 
This reads as follows: 


“, .. it was neither agreed nor intended by this defendant that 
the said guarantee agreement should extend to and include any 
liability that the said Joseph Gorchoff would incur as an endorser 
or guarantor of any note, obligation or paper of the said Luran 
Steel Supply Co., a corporation, whether by operation of law or 
otherwise. The said guarantee agreement was executed and de- 
livered by this defendant upon the foregoing condition and under- 
standing.” 


Defendant contends that this defense calls for evidence to determine 
the circumstances under which the guaranty was signed and defendant 
induced to execute the guaranty. In other words, it is argued that this 
presents the basis for parol evidence. This argument does not bear 


examination. 

After plaintiff had moved for judgment on the pleadings, defendant 
filed her motion for judgment on the pleadings and stated in the motion: 
“there are no issues of fact to be determined on a trial of this cause.” 
(Emphasis supplied.) The case was thus presented to the trial court on 
the theory of both parties that there were no issues of fact. Parties are 
bound by the issues as presented to the trial court. Moreover, the lan- 
guage relied upon does not present an issue of fact. It states that the 
guaranty “was neither agreed nor intended” to include liability of Gor- 
choff as an endorser, and that it was signed on that condition and under- 
standing. So far as appears, this is merely a statement of defendant's 
interpretation of the agreement or her mental reservations. The instru- 
ment of guaranty is clear and definitive. Defendant has not stated a 
case for the presentation of parol evidence. Hastings v. Champer, Tex. 
Civ.App. 1940, 139 S.W.2d 863; Universal C. I. T. Credit Corp. v. Daniel, 
1951, 150 Tex. 513, 243 S.W.2d 154. 

Defendant relies on two Texas cases, Jarecki Mfg. Co. v. Hinds, Tex. 
Civ.App. 1927, 295 S.W. 274, and City State Bank & Trust Co. v. United 
Paperboard Co., Tex.Civ.App. 1940, 146 S.W.2d 832. We have examined 
these cases. They bear no resemblance to the case at bar. In Jarecki 
Mfg. Co. v. Hinds, supra, the guarantor guaranteed the payment of 5,000 
feet of wire line, not to cost over $1,050. Plaintiff delivered 4,500 feet of 
wire line, for which it charged 21% cents per foot. The court held that 
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the guaranty was for a maximum price of 21 cents per foot and that 5,000 
feet meant 5,000 feet, and not 4,500. The price, the court said, was in 
excess of the maximum price fixed and the length was materially less than 
that fixed by the guaranty. The court considered a variation of 500 feet 
was not a substantial compliance. No such situation exists in the instant 
case. 

In City State Bank & Trust Co. v. United Paperboard Co., supra, a 
manufacturer wrote its customer that it would deliver 100,000 cartons 
costing approximately $1,300, provided the bank would guaranty one- 
half the amount of the order, or $650. The bank accordingly did deliver 
a guaranty conditioned upon receipt of the cartons by the customer. In- 
stead of delivering the cartons to the customer, the manufacturer shipped 
them on a sight draft. The customer did not pay the draft and never 
received the cartons. The manufacturer sued the company. The court 
held that the bank's liability was predicated upon the delivery of the 
cartons to the customer and that not having been done, the guarantor 
was not liable. That case likewise has no application here. 

We see no merit in the argument made by defendant for the first 
time in her reply brief that it was incumbent upon plaintiff to prove that 
Gorchoff placed his signature on the note before delivery to the bank. 
The endorsement was not denied nor was the point made either in the 
pleadings or in defendant’s points made in this court. The natural course 
of such transactions would be endorsement before or concurrent with de- 
livery. The argument that Joseph Gorchoff is not the primary or prin- 
cipal debtor, but only secondarily liable to plaintiff as an endorser is of 
no consequence here. Defendant’s guaranty covered any and all liability, 
howsoever created, from Gorchoff to the bank. It was broad enough to 
cover both a primary and secondary liability. 

Judgment affirmed. 

McCORMICK and DEMPSEY, JJ., concur. 





NEW ESCHEAT LAW IN FLORIDA 


On September 30th of this year Florida’s new escheat law 
will become effective. It provides that property unclaimed 
after 15 years must be tranferred to the State Comptroller who 
in turn must deposit all escheatable funds in the State School 
Fund. The statute provides for a reserve fund of $100,000 to pay 
claims of heirs and other legitimate claimants. It is of interest 
to note that in addition to state and national banks, the law 
applies to all business organizations, trusts, insurance companies, 
utilities, savings and loan associations, credit units and indus- 
trial companies. 





WITHHELD TAXES AS DEPOSITS FOR 
RESERVE PURPOSES 


In a ruling published in the 1942 Federal Reserve Bulletin, 
page 532, the Board stated that deductions of Social Security 
taxes by a bank from salaries of its employees should be treated 
as “Other liabilities” in condition reports and not as deposits for 
reserve purposes. 

In a ruling published in the 1944 Bulletin, page 670, the 
Board applied the same principle with respect to (1) State in- 
come taxes withheld from salaries of a bank’s own employees 
who reside outside the State, and (2) Federal income taxes with- 
held from payments made by a bank as disbursing agent for divi- 
dends, bond interest, etc., where withholding at source is 
required under the Internal Revenue Act. 

On the other hand, the Federal Deposit Insurance Corpora- 
tion has always regarded moneys withheld for these purposes 
as deposits that should be included in the assessment base for 
deposit insurance. Its position was upheld in two cases decided 
by Federal Courts under the Federal Deposit Insurance Act prior 
to its amendment in 1960 and the regulations of the FDIC in 
force at the time. In 1955 the United States District Court for 
the Southern District of New York decided that withheld in- 
come and Social Security taxes, and taxes on dividends and in- 
terest on securities, payable by the bank as agent for the issuing 
corporations, should be included as deposits in the assessment 
base (FDIC vy. Irving Trust Co., 137 Fed. Supp. 145, 154). In 
1957 the United States Court of Appeals for the Seventh Circuit 
held that money withheld by the bank for payment of Federal 
income taxes on its employees’ salaries and for payments of em- 
ployees’ share of Federal Social Security taxes were deposits and 
should be included in the assessment base (FDIC v. Cont. Ill. N. 
Bk., 245 F. 2d 567, 576). 

When the Federal Deposit Insurance Act was amended on 
July 14, 1960, the definition of the term “deposit” in 12 U.S.C. 
1813 (1) was expanded to include specifically “withheld taxes.” 
Since one of the primary purposes of the 1960 amendment was to 
eliminate differences in the definition of deposits for purposes 
of (a) reports of condition submitted to the three Federal su- 
pervisory agencies, (b) reserve requirements, and (c) Federal 
deposit insurance assessments, and in view of the court decisions 
referred to above, the Board has decided that the two rulings 
published in the Federal Reserve Bulletin for 1942 and 1944, 
referred to above, should be regarded as superseded and that 
withheld taxes, including withheld income taxes and Social Se- 
curity taxes of a bank’s own employees, should be classified here- 
after as deposits in condition reports and in computing required 
reserves.—Federal Reserve Bulletin, September 1961. 





BANKING BRIEFS 


Digest of current decisions and reports 


in the field of commercial banking 


Discount of Customer’s Notes by Non-Banking Corporation Did Not 
Violate New York Banking Law 
Sigman vy. Claar Bros., United States Court of Appeals, 
Second Circuit, 291 F. 2d 820 


Lower court's judgment (77 B.L.J. 964), that diamond wholesaler’s 
discounting of customer notes with non-banking corporation involved 
the sale of accounts receivable represented by the notes and were not 
loans secured by the notes in violation of the New York Banking and 
General Corporation Laws was amply supported by the proof and affirm- 
ed. For similar decisions see B.L.J. Digest (Fifth Edition) § 472.1. 


Material Alteration of Note by Payee Renders It Totally 
Unenforceable Against Maker 
Koonce v. Campbell, Court of Civil Appeals of Texas, 
348 S. W. 2d 272 


Where maker signed blank note on December 20, 1954 and payee 
dated it February 18, 1955 and filled in the amount as $1,043.50 rather 
than the correct amount of $871.50, trial court’s judgment that payee 
was entitled to $871.50 plus interest and attorneys’ fees was reversed and 
judgment was entered that payee take nothing because material change 
of note rendered it unenforceable. For similar decisions see B.L.J. 
Digest (Fifth Edition) § 63. 


Operation of Branch Offices by Savings and Loan Association 
Falkner v. Gibraltar Savings Association, Court of Civil Appeals 
of Texas, 348 S. W. 2d 467 and 472 (two cases) 


An order of Banking Commissioner denying application of savings 
and loan association to operate a branch office upon ground that public 
convenience would not be provided thereby was set aside as not sup- 
ported by substantial evidence, and another order of Commissioner, 
denying such an application was affirmed. For similar decisions see 
B.L.J. Digest (Fifth Edition) § 1358.2. 
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Purchaser of Note Without Actual Knowledge of Infirmity Is 
Holder in Due Course 
Securities Investment Company v. Cohen, Supreme Court of 
Mississippi, 131 So. 2d 439 


In action by purchaser of note against maker who asserted that in- 
strument had been obtained by fraud and that purchaser was not holder 
in due course, court reversed jury verdict for maker and directed entry 
of judgment for holder of note. For similar decisions see B.L.J. Digest 
( Fifth Edition) § 630. 


Transferee of Note Who Was Aware of Complaints Against Payee 
Was Not Holder in Due Course 
Gramatan National Bank and Trust Co. v. Beecher, 
Supreme Court of Vermont, 173 A. 2d 163 


Where payee procured note by false and fraudulent inducements, 
transferee of such note which made no inquiry was not holder in due 
course because it was aware of a series of complaints against the payee 
with respect to its business practices and other notes given in similar 
transactions. For similar decisions see B.L.J. Digest (Fifth Edition) 
$ 630. 


Payee of Check Whose Signature Was Forged Had No Cause 
Of Action Against Drawee Bank 
United States Rubber Company vy. Union Bank and Trust Company, 
District Court of Appeal, California, 15 Cal. Rptr. 385 


Payee of check whose endorsement was forged has no cause of action 
against innocent drawee bank under contract principles since there is 
no privity between them, nor does payee have a cause of action against 
the drawee for conversion. For similar decision see B.L.J. Digest (Fifth 
Edition) § 580. 
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STATE BANKING 
LEGISLATION 





With most 1961 state legislatures adjourned, this issue of THE BANK- 
inc Law JouRNAL summarizes most of the state enactments not sum- 
marized in previous issues. Future issues will present reviews of some 
of the more important banking enactments of the year. The story of 
current enactments will be taken up once again when 1962 legislation 
becomes the subject matter. 


ALABAMA: Some related statutes have been enacted by the 1961 
Legislative Session which relate to powers and duties of banks and 
other fiduciaries. 

Act 1010 enacts what is essentially a modified version of the new 
Uniform Securities Ownership by Minors Act (previously enacted in 
North Dakota and Wisconsin.) The Alabama enactment also includes 
a provision which protects a person (corporation, bank or trust) paying 
dividends or other payments on securities to a minor, even where the 
payor has notice of the minority of the person receiving payment. 

Act 1011 permits executors, administrators and trustees to be part- 
ners without personal liability for partnership debts. In effect, the estate 
or trust itself would be liable for partnership debts, rather than the 
fiduciary. 

Act 1012 enacts the Model “Pour Over” Will Act of the Trust Divi- 
sion of the American Bankers Association. This law validates bequests 
or devises by will to an existing trust even where the trust may be 
amended. 

Act 1015 provides that the designation of beneficiaries of a trust 
set up for a group of employees is valid and that payments to such bene- 
ficiaries are proper. 

Act 1016 is the Uniform Act for Simplification of Fiduciary Security 
Transfers, already enacted in eleven other states this year. 

Other Alabama laws relating to banking but not in the “trust” field 
include a statute, Act 1013, which clarifies the laws permitting repro- 
duction of records, and various piecemeal local branch banking laws, 
Acts 938 and 939, which add to the branch banking hodge-podge in 
the “Heart of Dixie.” 

The First Special Session in Alabama enacted Act 177 which requires 
the licensing of and regulates persons in the business of selling checks 
or money orders and in the business of receiving money as agent for 
obligors for the purpose of paying such obligors’ bills for a fee or other 
consideration. In other words, this law regulates the businesses of 
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selling money orders and budget planning. Banks and savings and loan 
associations are exempt from the enactment. 


ILLINOIS: The Uniform Commercial Code was approved as S.B. 
198. Thus seven states have enacted this commercial law recodification 
in 1961. The Illinois Code provides for central filing for secured loans 
except on farm goods or goods which become fixtures. A note or ac- 
ceptance payable at a bank is not of itself an order on that bank. Direct 
return of unpaid items is authorized and a branch is considered a sepa- 
rate bank for all collection purposes. [Note: Illinois does not permit 
branch banking.] 

A number of changes in the laws governing assignments of wages 
were enacted as S.B. 300-302. Among other things, the percentage of 
wages assignable by an employee as security for credit is reduced from 
25% to 15% and the procedure relating to the giving of a demand on 
the employer of the assignor, upon default by the latter, is changed. 
No such demand may be made unless an assigning employee is 40 or 
more days in default. 

H.B. 774 is an enactment of the Uniform Disposition of Unclaimed 
Property Act. The holding period for dormant bank accounts and most 
other classes of unclaimed property is 15 years. The holding period is 
7 years with respect to unclaimed safe deposit contents removed from 
a box after expiration of the rental period. Florida and Idaho pre- 
- viously enacted the Uniform Act in 1961. 


Savings and loan associations are given a competitive boost in H.B. 
1294 which enacts detailed provisions relating to joint accounts, per- 
mits operation of an account under a power of attorney and permits an 
association to deal with such an agent until it has notice of revocation of 
the power by reason of death of the principal or other revocation. In addi- 
tion, minors are given the power to take out passbook loans. Certain 
investment powers are also expanded and bonus plans approved by 
supervisory authorities may be adopted to encourage various saving 
methods or plans. 

Various sections of the Illinois credit union laws are amended by 
H.B. 268. Among other things, the enactment requires annual C. P. A. 
audit of larger credit unions, raises to $750 the unsecured loan limit 
and gives certain suspension powers to state supervisory authorities. 


MISSOURI: S.B. 195 applicable to banks and H.B. 630 applicable 
to trust companies increase capital requirements to charter a new bank 
and change the requirements of shareholdings by bank directors. 


Stock options for bank and trust company personnel may be granted 
by banks by reason of S.B. 301. Such stock options may not be for less 
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than 95% of par value or market. A bank may set aside not over 10% 
of its stock to cover options exercised under such a plan. 

A retail installment sales act, S.B. 161, covers time sales of goods 
and services of $7,500 or less except for motor vehicles and certain farm 
products. The enactment applies, however, to mail order sales. The 
form of contract is prescribed and credit life insurance in connection 
with a sale on time is regulated. Time charges may not exceed $12 
per $100 on the first $300, $10 per $100 on amounts from $300 to $1,000, 
and $8 per $100 on credit over $1,000, all on a yearly basis. Certain 
alternative monthly time charges of 15 cents per $10 per month on first 
$500 and 7%4 cents per $10 per month on credit over $500 are also 
authorized. There are no licensing requirements. 


Two savings and loan enactments, H.B. 245 and 246 include provi- 
sions that: (a) supervisory authorities may require F.S.L.I.C. insurance 
on newly chartered associations, (b) supervisory authorities are granted 
extensive rulemaking powers with respect to authorized investments, 
branches or agencies and dividend rates on various kinds of accounts. 
(c) supervisory authorities may permit state associations to make invest- 
ments authorized Federal savings and loan associations, and (d) a former 
law permitting a savings and loan association to establish agencies with- 
out necessity of obtaining supervisory permission is repealed. 

The tax situation on credit unions is clarified in H.B. 92 which states 
that the tax on dividends shall be exclusive and no other taxes on credit 
unions may be levied except on real and personal property and certain 
other designated taxes. 


PENNSYLVANIA: Various amendments to the Banking Code of 
the Keystone State are grouped in H.B. 880. Among other things, the 
new law: (a) sets forth more exact requirements for effecting a change 
of location but simplifies such change if made in the same locality, (b) 
permits emeritus directors and members of advisory boards without 
necessity of approval of stockholders or requirement that such emeritus 
officials be bank stockholders, (c) permits entry of judgment by a bank 
on an installment note without the necessity of complying with real 
estate loan restrictions where the lending bank relies on the borrower's 
general credit for repayment, and (d) permits banks alone or in par- 
ticipation with other banks to invest in corporations providing data 
processing facilities. The latter provision is somewhat similar to pro- 
visions enacted in Connecticut, Iowa, Maine and Ohio this year. 

S.B. 456 replaces a former law restricting the payment of interest 
on deposits made after a certain date of the month with a new law per- 
mitting the Banking Department by regulation to fix a “grace” period 
for the payment of interest on deposits. The effect of this law, which 
applies to banks and savings banks, is to allow Pennsylvania banks to pay 
interest in the manner permitted under Federal Reserve Regulation Q. 
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In a move welcomed by many Keystone State bankers, Pennsylvania 
in S.B. 469 adopted the “prudent man rule” governing investments by 
estates in corporate bonds and stock. The enactment eliminated a for- 
mer provision limiting investments by an estate in common stock to 
one-third of the estate and removed former “statistical” requirements 
relating to such investments. 

The laws governing inheritance and estate taxes are completely re- 
codified in H.B. 246. One new provision prohibits entry into a dece- 
dent’s safe deposit box even by a joint lessee except that entry may be 
permitted in the presence of a bank representative to search for a will 
of the decedent and inventory the contents. Entry may also be per- 
mitted by court order or upon the giving of certain notice to appropriate 
tax authorities. Analogous restrictions exist in a number of other states. 

H.B. 1489 amends the Building and Loan Code by providing that 
under certain limitations mortgage loans up to 15% of a building and 
loan association’s assets may be made on the basis of 90% of the ap- 
praised value of the property. The limitations are: (a) the loans shall 
be construction loans on single family residences, (b) the limit on any 
such loan shall not exceed $25,000, (c) in addition to payments of prin- 
cipal and interest an amount equal to 1/12 of taxes and insurance shall 
be paid monthly, and (d) the borrower is occupying or intends to oc- 
cupy the premises. 

Credit life and accident and health insurance is subjected to regula- 
_ tion under H.B. 1811 which enacts the “Model Act for the Regulation of 
Credit Life Insurance and Credit Accident and Health Insurance.” The 
amount of credit life insurance is limited to the indebtedness covered by 
the policy with additional coverage authorized in connection with agricul- 
tural or educational loans. The term may not extend more than 15 
days beyond the scheduled maturity date of the indebtedness. The 
amount to be charged a borrower for credit insurance may not exceed 
premiums charged for such insurance and premiums charged may not 
exceed the rates on file with and approved by the Insurance Commis- 
sioner. The enactment regulates certain practices both on the part of 
any lender requiring credit insurance and on the part of any insurance 
company issuing such policies. 


TEXAS: An abandoned property law, H.B. 5-X, was enacted by a 
recent Special Session of the State Legislature. While the enactment 
is made specifically inapplicable to unclaimed property held by banks 
(such as dormant deposits) this exemption may be comparatively short- 
lived, in view of a legislative study ordered by H.R. 16-XX, a resolution 
of the Special Session. 


WISCONSIN: A statute changing both the installment loan law 
and usury statutes is Chapter 431. The “contract” rate of interest, for- 
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merly $10 per $100 per year is set at the following rates: (a) $10 per 
$100 per year on portion of loan over $5,000, (b) $12 per $100 per year 
on loan of $5,000 or less, and (c) $6 per $100 per year on original prin- 
cipal amount on installment loans of $5,000 or less with the $10 per 
$100 rate applicable to that part of an installment loan over $5,000. 
A refund on prepayment is required on any loan at a rate exceeding $10 
per $100. Penalties for usurious loans are also tightened. The law 
applies to banks and certain other lenders. 

S.B. 669 enacts the Uniform Securities Ownership for Minors Act. 
Thus Wisconsin is the second state to enact this new Uniform Act. North 
Dakota is the first state to adopt the Act. See June 1961 issue of THE 
BANKING Law JOURNAL. 

Chapter 507 transfers from the State Investment Board to the office 
of the Bank Commissioner certain functions relating to deposits of 
public funds in banks. 


SENATE COMMITTEE APPROVES REGULATION OF 
WELFARE AND PENSION PLANS 


The Senate Labor Committee has recently approved a bill 
endorsed by the administration which seeks to enhance the en- 
forcement of rules governing the reporting on employee welfare 
and pension plans. The measure would permit the Secretary 
of Labor to seek an auditor's certification if he suspected any 
wrongdoing in connection with such plans. He could then 
initiate investigations and seek injunctions to protect bene- 
ficiaries. Further, the bill would make bribery, theft, embezzle- 
ment or false statements with respect to the administration of 
this type of plan a federal offense. A similar bill has been ap- 
proved by the House Labor Committee and is now before the 
House Rules Committee. 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


Gift to Corporation Is Not Gift to Shareholders 
Opinion of the Attorney General, North Carolina, 
June 27, 1961 


The Attorney General of North Carolina has recently ruled with 
respect to the applicability of the North Carolina gift tax to a transfer 
of cash by the 80% shareholder of a corporation to the corporation's 
surplus account. The other 20% of the shares were owned by other 
individuals. Held: There is a taxable gift as to 20% of the amount 
contributed, the enhancement of the value of the donor’s 80% interest 
being adequate and full consideration for the remainder of the transfer. 
Further, the taxable gift is one to the corporation, and not to the individ- 
ual shareholders owning the remainder of the shares of the corporation. 


Equity in Specifically Devised Real Estate 
Subject to Inheritance Tax 
Memorandum of Chief Inheritance Tax Officer, 
Pennsylvania, June 28, 1961 


A change has recently been adopted in the method of appraising 
specifically devised real property for Pennsylvania Inheritance Tax pur- 
poses, where the property is subject to a mortgage. Prior thereto, the 
method had been to appraise the real estate without allowing any 
deduction for the balance due on the mortgage, which was to be 
claimed in the statement of debts and deduction. The change provides 
that the value of the real estate less the unpaid mortgage balance is 
to be used for the appraisal, and no deduction for the mortgage debt 
is to be allowed in the statement of debts and deductions. 


No Tax Waiver Required for Insurance Proceeds 
Opinion of the Attorney General, Arizona, 
July 11, 1961 


The Attorney General of Arizona has recently ruled with respect 
to the necessity for the issuance of a waiver by the Estate Tax Com- 
missioner prior to the payment by a life insurance company of the death 
benefits under a policy. Held: In view of the absence of any statutory 
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requirement, the issuance of a tax waiver is not mandatory. However, 
under the statutory provisions enabling the Commissioner to make rea- 
sonable rules and regulations for the administration of the laws, there 
would appear to be discretionary authority to require the issuance of 
such a waiver prior to payment. 


United States — Canada Estate Tax Treaty Reported Favorably 


The Senate Committee on Foreign Relations has decided to report 
favorably to the Senate the United States-Canada estate tax treaty signed 
February 17, 1961. The committee has asked that interested persons 
communicate their views to the committee before January, 1962. The 
committee will then take these views into account in its report to the 
Senate. 

Also, it was announced in September by the Secretary of the Treasury 
that the 314 percent Treasury bonds of Series 1980, 1990 and 1998, which 
were offered in exchange for other outstanding bonds, will be acceptable 
at par and accrued interest in payment of Federal estate taxes. 


State Tax Decision Controls Federal Tax Consequences 
Estate of F. L. Dake v. United States, United States 
District Court, Western District New York, July 31, 1961 


Decedent’s widow was life tenant of a residuary trust with an abso- 
lute power of appointment over the trust property. In establishing the 
trust, the will also provided that, in the event decedent's wife should 
predecease him or should die prior to the establishment of the trust, the 
trust should nevertheless be set up, but for the benefit of decedent’s 
daughter. In an adversary proceeding (state tax commission repre- 
sented) a New York court determined that the widow’s interest qualified 
for the marital deduction under the New York estate tax law. The New 
York marital deduction provision is substantially identical with the 
federal estate tax marital deduction provision. Held: The state court 
order was binding on the federal court. Consequently, the widow's 
interest qualified for the marital deduction. 


Compromise Payment to Charity Is Deductible 
Estate of F. E. Page v. Commissioner of Internal Revenue, 
United States Tax Court, August 31, 1961 


Decedent’s will created a testamentary trust of his residuary estate. 
His son was entitled to a part of the trust income, and under certain 
contingencies and in the discretion of the trustee, would or could receive 
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additional trust income. The income not distributed to the son and the 
trust remainder was to be distributed to charity. The son brought an 
action challenging the will, and received $100,000 in settlement of all 
claims against the trust and the estate. Held: The value of the interest 
to the charity is the net residue less the amount paid to the son. While 
in the ordinary case it would be necessary to value the son’s contingent 
rights in the trust income, the amount received in settlement of these 
rights would be considered as the maximum value of these rights. 


Annuity Death Benefits Not Insurance Proceeds 
Estate of H. B. Wright, Orphans’ Court of Philadelphia 
County, July 28, 1961 


ecedent owned a number of annuity policies which provided for 
lifetime payments beginning at age 65. The decedent died at age 60 
without having received any payments. Under the terms of the policies, 
death benefits were paid to designated beneficiaries. Since the death 
benefits were larger than the cash surrender values of the policies, the 
decedent's representative argued that the payments were in fact in- 
surance proceeds. Held: The death benefits were not exempt from 
inheritance tax as insurance proceeds. The slight difference in death 
benefit and cash surrender value was too small to compel a finding that 
it was insurance. 


Marital Bequest Does Not Share in Estate Appreciation 
Estate of A. K. Althouse, Pennsylvania Supreme Court, 
June 26, 1961 


Decedent bequeathed to his widow “So much of my estate [as] shall 
equal the maximum marital deduction as provided in Section 2056 of 
the Internal Revenue Code. ...” The issue arose as to whether the 
widow was entitled to some of the appreciation in the assets of the 
estate: Held: The testator’s bequest was that of a dollar amount, 
and the widow was not entitled to share in the appreciation. In addi- 
tion to the fact that there was a clear intent to secure the precise dollar 
amount marital deduction, there must be considered the deliberate 
choice of a pre-residuary gift to the wife. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Bequests May Be Transferred to Polish Legatees 
In re Tybus, New York Surrogate’s Court, King’s 
County, 146 NYLJ 7, July 17, 1961 


Applications were made for the transfer of bequests to legatees resid- 
ing in Poland. Under the relevant statute, the transfers would not be 
allowed if it appeared to the court that a legatee residing in a foreign 
country would not have the benefit, use or control of the bequest to him. 
In an attempt to verify the truth of allegations by the Polish Consul 
General that no conditions existed in Poland which would cause the 
statute to be applicable, the surrogate, on his initiative and at his own 
expense, visited Poland for an on-the-spot investigation of the situation. 
Held: “On all the proof,” Polish nationals residing in Poland will have 
the full use, benefit, control and enjoyment of funds received as legacies 
from United States estates. 


Commissions to Estate Are Subject to 
Social Security Withholding 
Whitaker v. United States, United States District Court, 
District of Massachusetts, May 12, 1961 


The decedent was an insurance salesman whose commissions during 
life were subject to maximum Social Security withholding. After his 
death, commissions were received by the estate on premiums paid on 
policies which the decedent had sold. Maximum Social Security con- 
tributions were withheld on these commissions. The Social Security 
benefit paid to decedent’s widow was not increased because of the 
subsequent contributions. Held: The estate is not entitled to recover 
the contributions made on commissions paid after death. It is not 
necessary that there be an employer-employee relationship at the time 
the payments are made. It is sufficient if such relationship existed at 
the time the services were performed which give rise to the payment. 


Trust Created by Reference to Husband’s Revoked Will 
Marshall v. The Northern Trust Company of Chicago, 
Illinois Supreme Court, May 19, 1961 


In 1951, the decedent’s husband executed a will which provided for 
the creation of a trust in part for the benefit of his wife. Shortly there- 
after, the decedent executed a will which bequeathed the residue of her 
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estate to the trustees named in her husband’s will to be held under the 
trust provisions therein provided. Five years later the decedent's hus- 
band revoked his 1951 will. Held: The decedent’s will incorporated 
by reference the applicable provision of her husband’s revoked will. 
The specific references in the decedent's will negated any implication 
that the provisions should be inoperative if her. husband should revoke 
his will. 


State Entitled to Dividends on Prematurely Escheated Stock 
Kennedy vy. Gatz, United States District Court, 
District of Alaska, June 1, 1961 


The decedent died intestate leaving no known heirs. The decedent's 
property escheated to the state, and included certain stock on which 
dividends were received. Later, newly found heirs appeared to whom 
the estate assets were distributed. The relevant statute provided that, 
.if such escheated property had been sold, the proceeds must be turned 
over to the heirs, less any interest or dividends received on the property 
in the interim. Held: The heirs were not entitled to the dividends. 
The escheat provisions were completely within the control of the state, 
and there was no reason to distinguish the case where the stock had been 
retained from the one covered by statute in which the stock had been 
sold. 


Pour-Over Trust May Be Amended After Execution 
Of Will 
Canal National Bank vy. Chapman, Maine 
Supreme Court, June 9, 1961 


The decedent established an inter vivos trust in 1934 to which he 
transferred valuable assets during his lifetime. In 1948 he executed a 
will under which he made certain bequests to the 1934 trust. Subse- 
quently the trust was amended. Held: The bequests to the trust were 
valid. The 1934 trust was of independent significance and was no mere 
shell. It was, therefore, not necessary than an amendment to the trust 
be attested in the manner provided for wills. 


Death Revokes Gift of Corporate Stock 
In re Szabo, New York Court of Appeals, 
July 7, 1961 


Decedent, after learning that a corporation in which she owned 
stock had split its stock, decided to assign some of her shares to herself 
and the petitioner as joint tenants with right of survivorship. Accordingly, 
she executed an assignment on the back of one of the certificates, and 
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directed her niece to cause the corporation to register the shares in 
joint ownership on its books. Decedent directed, however, that the 
transfer be postponed until the new certificates for the split shares was 
available. Decedent died three days before the certificate became 
available. Held: The death of the decedent revoked the gift. The 
gift is not complete until it is made on the books of the corporation, and 
death prior to that time revokes the gift. 


Beneficiaries Must Approve Purchase of Estate 
Assets by Administratrix 
Opinion of the Attorney General, North Carolina 
June 1, 1961 


The decedent owned at the time of his death certain shares in a 
closely held corporation. It became necessary for the estate to sell the 
shares, and the decedent’s widow, who had been appointed adminis- 
tratrix, expressed her desire to purchase the stock. The proposed sale 
was at a price supported by proper affidavits as to value. Held: The 
administratrix cannot purchase property at her own sale without prior 
approval or subsequent ratification of the sale by all those who other- 
wise would have some interest in the property. 


Property Unconscionably Withheld Subject to Constructive Trust 
Nelson v. Woodworth, Michigan Supreme Court, 
June 28, 1961 


The decedent had been appointed the executrix of her mother’s 
estate. When decedent’s executrix filed an accounting for the decedent 
as executrix, it appeared that the decedent’s estate was indebted to the 
prior estate, and that the decedent’s estate was insolvent. During her 
life, the decedent had established a joint account with the woman named 
as her executrix. Held: Decedent's executrix must turn over the balance 
in the joint account to the prior estate. Although it did not appear that 
the joint property was wrongfully acquired, it was necessary only that 
it be “unconscionably withheld” in order that a constructive trust be 
impressed upon it. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Silver 


Barclays Bank Review of Lon- 
don notes the renewed interest in 
the silver market, based on the pos- 
sibility of a world shortage of the 
metal, and comments that many 
speculators are now finding this 
market more attractive than the 
gold market, which had hitherto 
held their attention. 

Since total world consumption 
of silver exceeds production, an 
- excess of demand prevails which 
has to be met from sources other 
than mining. Among such sources 
are the demonetization of silver 
coin and the sale of U. S. Treasury 
“free” stocks of silver. Principal 


silver producing countries of the 


world are Mexico, the United 
States, Canada and Australia. 
Silver certificates in the United 
States are covered by official hold- 
ings of silver, but there exists an 
excess in the form of U. S. Treas- 
ury “free” stocks. The Treasury 
may sell the latter to industrial 
consumers in the U. S., but not 
abroad. Because the market price 
for silver has been above the offi- 
cial U. S. selling price, domestic 
industrial consumers have drawn 
heavily on Treasury holdings. 
Should withdrawals continue at 
‘ the prevailing rate, these stocks 
could be exhausted in three years. 
Industrial demand for silver has 
been strong and is likely to con- 
tinue so in view of the increasing 
use of the metal in the electrical 
and electronics industries. Silver 
is also in demand for coinage as 
evidenced by the fact that the 
London market has recently sup- 
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plied France, Austria, Sweden, 
Switzerland and Italy with silver 
for this purpose. , 

There have been important ex- 
ports of silver from mainland 
China to the London market in 
the past year and a half. This sup- 
ply is thought to have come chiefly 
from the demonetization of silver 
coin and has been used to finance 
imports of wheat and barley from 
Australia and Canada. 


After World War II, silver coin- 
age in the United Kingdom was re- 
placed by cupro-nickel coinage. 
Silver bullion thus became avail- 
able and was used to repay lend- 
lease obligations to the U. S. and 
to meet British industrial demands. 
Refining of the withdrawn coinage, 
reports Barclays Bank, is still in 
progress; however, out of the 5 
million ounces refined in the Unit- 
ed Kingdom last year, four million 
ounces were retained by the Mint 
to meet coinage orders from abroad 
and only 1 million ounces were 
offered in the market. At the 
present rate of refining, it is es- 
timated that these stocks should 
last about five years. 


Commercial Financing 


Accompanying the continued 
growth of commercial financing 
throughout the country, there has 
been a significant trend toward 
the utilization of receivables of 
longer maturities. According to 
William J. Drake, executive vice 
president of the National Com- 
mercial Finance Conference, the 
trend is away from accounts re- 
ceivables liquidating out within 





INVESTMENT 


the usual 30 to 60 days and into 
installment receivables having 
much longer maturities such as in- 
dustrial time sales, shell and mo- 
bile home paper, etc. 


These lengthening maturities, 
Mr. Drake declares, explain why 
total sales volume is no longer the 
significant yard-stick for measuring 
company growth that it has been 
in previous years. 

Banking institutions, once the 
primary suppliers of funds for fi- 
nance companies, now find it in- 
creasingly difficult to satisfy all the 
present requirements of finance 
companies; in part, this has been 
due to the heavy demands made 
on the banks by commercial bor- 
rowers and many of their captive 
finance companies. As a result, 
remarks the National Commercial 
Finance Conference executive, 
more and more reliance is being 
placed by finance companies on 
other sources of borrowed funds. 
These other sources include insur- 
ance companies, other institutional 
investors, the public, the commer- 
cial paper market and the open 
market. 


Mr. Drake attributes the merger 
trend in the commercial finance in- 
dustry to the fact that larger com- 
panies find it easier to attract funds 
from these institutional sources 
than small and medium-sized units. 
Furthermore, large finance com- 
panies have also been able to at- 
tract funds on a cheaper basis, hav- 
ing been able to obtain the 214- 
2% per cent range of rates of 
commercial paper. 


Management Ownership 


How much stock should man- 
agement own? 

The New York Stock Exchange 
doesn’t attempt to answer this 
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question but it has reported on the 
proportionate ownership interests 
of management in 245 companies 
whose shares are listed on the “Big 
Board.” These companies com- 
prise almost one-fourth of all NYSE 
listed companies. While the results 
are not presented as representative 
of all corporations listed on the 
Exchange, they do reflect quite an 
extensive sampling. 

Management ownership is de- 
fined to represent the shares held 
both by direct and indirect man- 
agement interests. This includes 
directors, officers, and family in- 
terests, with the latter covering es- 
tates, trusts and foundations affili- 
ated with the families. 

Twelve of the sampled com- 
panies reported management hold- 
ings of less than 10 per cent, but 
133 were in the 10 to 29 per cent 
category. Sixty-five companies fell 
in the 30 to 49 per cent range, 
and 35 companies indicated hold- 
ings of 50 per cent or over by man- 
agement. 

Highest management ownership 
percentage was in MCA Incorpo- 
rated with a ratio of 85 per cent; 
the Getty Oil Company was next in 
line with 80 per cent. Manage- 
ment ownership of the Great At- 
lantic & Pacific Tea Company, Inc. 
was 74 per cent. Generally speak- 
ing, however, the percentage of 
management ownership in larger 
corporations may often be relative- 
ly small, though individuals’ hold- 
ings may be sizable dollar-wise. 

It is noted that there are two 
basic schools of thought on man- 
agement ownership. One is that 
the size of management’s holdings 
is a measure of confidence in the 
company’s future. The other is 
that officers and directors should 
be selected for the contributions 
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they can make to the company 
without regard to their ownership 
of stock. 


Bank Customer Relations 

A good way to attract savings or 
savings customers is to profitably 
assist them later in a broad range 
of financial matters. In this con- 
nection, a series of typical ques- 
tions and answers are outlined by 
S. Edgar Lauther, president of the 
Irwin Union Bank & Trust Com- 
pany of Columbus, Indiana. The 
average bank customer is interest- 
ed in learning the answers to the 
following: 

“How much can I afford to in- 
vest in a home?” Answer: A figure 
of two to two and one-half times 
annual income is suggested, though 
this will vary with specific families, 
the number of children and the 
particular requirements of the 
household. 

“How much should I save?” An- 
swer: A desirable objective ranges 
between 15 to 35 per cent or more 
of take-home pay, to be placed in 
savings, life insurance, housing, or 
other investments of that type. 

“How much should I keep as a 
minimum in a bank savings ac- 
count?” Answer: It is suggested 
that an amount equal to three to 
six months’ gross pay should con- 
stitute a minimum. However, this 
figure again may vary with the in- 
dividual family’s requirements or 
the possibilities of unusual expen- 
ditures being anticipated. 

“How much life insurance 
should I carry?” Answer: Contact 
should be made immediately with 
the family’s life insurance agent. 
However, minimum coverage 
should be an amount which would 
provide for the liquidation of any 
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and all debts, plus an amount 
equivalent to roughly 55 per cent 
of the family’s present living ex- 
penses; this amount should be pro- 
vided for through the time when 
the youngest child attains his 18th 
birthday. 


“How can I achieve practical 
family budgeting?” Answer: Fixed 
and nonfixed expense items should 
be segregated. The bank should 
assist with specific proposals and 
with appropriate records for the 
construction of a family budget. 


“What is an appropriate debt 
limit for a family?” Answer: Pay- 
ments on any and all debts should 
never exceed 35 per cent of take- 
home pay of the head of the family. 
Of course, this might vary substan- 
tially, with the limit being affected 
by the period of the debt being 
contemplated, other wage earners 
within the family, and many other 
factors. 

“Should I have a will?” Answer: 
Of course, since this makes it pos- 
sible for the specific wishes of the 
head of the family to be carried 
out. 

In addition to Mr. Lauther’s val- 
uable outline, commercial and sav- 
ings bankers will also get consider- 
able help from Personal Debt 
Management, recently issued by 
the Savings Division of the Ameri- 
can Bankers Association. Authored 
by Professor Jerome B. Cohen of 
the City College of New York, this 
58-page booklet contains ten very 
helpful chapters which discuss 
saving, spending, housing insur- 
ance, borrowing, investing and 
estate planning. It is a fine work- 
ing tool for the average bank de- 
positor and its distribution can do 
much to build goodwill. 
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INVESTMENT AND FINANCE 


Financing Costs 

Do companies whose shares are 
listed on the New York Stock Ex- 
change incur smaller underwriting 
costs in common stock financing 
than unlisted companies? 


The New York Stock Exchange 
answers this question in the affirm- 
ative. Its fifth cost-of-capital study, 
covering the years 1958-1960, mea- 
sures the advantage of listed com- 
panies. The study shows that the 
cost of bringing out common stock 
issues averaged 3.72 per cent for 
Exchange listed companies in 1960 
as compared to 6.64 per cent for 
non-listed companies. 


The new Exchange study ana- 
lyzes 245 issues of common stock 
offered in the 3-year period, total- 
ing nearly $2.4 billion. Compari- 
sons are made on the basis of num- 
ber of stockholders, size of issue, 
and size of company. All three 
comparisons confirm previous find- 
ings that listing on the Exchange 
“enhances a company’s ability to 
raise new funds through common 
stock financing.” 


In the case of companies with 
stockholders numbering between 
15,000 and 25,000, there was a cost 
advantage to listed companies of 
$30,800 per $1 million of new 
common stock issues; where share- 
holders numbered between 5,000 
and 15,000, the saving was $1,500 
per $1 million. 

Listed companies also held an 
advantage over non-listed com- 
panies when comparisons were 
based on size of issue, and this was 
particularly true in the larger is- 
sues. For new issues of $20 mil- 
lion or over, the cost advantage to 
listed companies was $36,900 per 
$1 million of new common stock 
issues; for issues under $5 million, 
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the cost advantage for listed com- 
panies was $15,300; for issues of 
$5 million and under $10 million, 
the advantage was $10,900. 

In the final classification, asset 
size, Exchange-listed companies 
held an underwriting advantage, 
though the picture was mixed. 
Among companies with $50 million 
assets and under, listed companies 
held a $28,500 advantage per $1 
million of new common stock is- 
sue. However, in the $200 mil- 
lion to $500 million classification, 
non-listed companies took the lead 
by a margin of $24,700. The study 
notes that in this non-listed cate- 
gory there was a preponderance of 
utilities, which generally have a 
readier market for their securities. 

The Exchange study also takes 
into consideration other factors 
which might influence the cost of 
raising equity capital. These in- 
clude the timing of issues, type of 
industry, and the use and value of 
stock rights. 

“Listing on an organized securi- 
ties exchange—especially the larg- 
est and most important stock ex- 
change in the world—increases the 
marketability of a stock. The 
broad, active, and orderly market 
that goes with liquidity—an impor- 
tant consideration when investing 
—is an intrinsic part of marketabil- 
ity. Listing on the NYSE gives in- 
vestors confidence in the stock, be- 
cause they know the company has 
met rigid Exchange requirements. 
The prestige of listed companies 
and the investing public’s greater 
familiarity with them are added 
advantages. ... 

“Another way of looking at this,” 
continues the Exchange study, 
“recognizes the role of the under- 
writers as insurers. For a ‘pre- 
mium’ (underwriting fee) they 
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guarantee the raising of a certain 
amount of capital for a company. 
A low ‘premium’ would indicate 
that the underwriter felt the risk 
involved in marketing the new is- 
sue was relatively slight. The risk 
is decreased if the company is 
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well-known and if its securities are 
in demand and actively traded. 
Therefore, a listing on the NYSE 
provides rmarketabifity, which leads 
to lower underwriting costs and, 
in turn, contributes to the success 
of the issue.” 


WISCONSIN SAVINGS AND LOAN ASSOCIATION 
CASE TO SUPREME COURT 


Five banks and the Wisconsin Bankers Association have car- 
ried their case against the Federal Home Loan Bank Board to 
the United States Supreme Court on a petition of certiorari. 
That Court may at its absolute discretion decide whether or not 
to hear the case which originated some three years ago in the 
Federal District Court for the District of Columbia and which 
has been reviewed by a federal Court of Appeals. 

The action was brought to compel the Federal Home Loan 
Bank Board to amend certain of its regulations with respect to 
federally chartered savings and loan associations so that such 
regulations would comply with the law. The complainants take 
the position that regulations in effect since 1949 have permitted 
the savings and loan associations to receive deposits and thus 
operate virtually as commercial banks. They maintain that the 
unfavorable decision of the lower court condones the authority 
of a federal agency to place corporations in the banking business 
without benefit of law and thereby “tortiously damage the bank 
characters of the petitioners.” In petitioning the Supreme Court 
the banks and the banking associations point out that this ques- 
tion has never previously been before the Court and that the 
decision of the Court of Appeals is in conflict with several aspects 
of former decisions of the Supreme Court. 





BOOKS FOR BANKERS 


SECURITIES REGULATION. By 
Louis Loss. Little, Brown & Co. 
Boston, Mass. 1961. Second Re- 
vised Edition. Three volumes. 
Pp. 2199. $60.00. Almost a score 
of years elapsed after the passage 
of the first Federal securities acts 
before an authoritative and com- 
prehensive review of this legis- 
lation, its interpretation by the 
Commission and the courts, be- 
came available. Not until 1951 
did Professor Loss’ monumental 
contribution toward a better un- 
derstanding of the subject matter 
appear in print. The current re- 
vised second edition, like its pre- 
decessors, features extensive cov- 
erage and precise discussion. It 
continues to dominate all works 
in the field and any significant 
challenge to its position seems 
most unlikely. Exposition of the 
broad range of topics is always 
well-rounded; careful presenta- 
tion of relevant decisions under- 
scores the fact that simple “yes 
or no” answers are often non- 
existent. The banking fraternity 
will find many areas of interest. 
To illustrate, references to the 
sale of control stock pledged 
with banks command reading 
and consideration. A detailed 
index, a table of SEC statutes 
and rules, and a table of cases 
assure the maximum in direction. 


BUSINESS AND ECONOMIC 
FORECASTING. By Spencer, 
Clark and Hoguet. Richard D. 
Irwin, Inc. Homewood, IIl. 1961. 
Pp. 412. $10.60. Stressing both 
the principles and techniques of 
forecasting, this volume’s ap- 


proach is unique in the sense 
that it develops a comprehensive 
body of forecasting principles 
which are illustrated with nu- 
merous models. Emphasis on 
graphic rather than mathematical 
methods facilitates understand- 
ing and application. The au- 
thors are able exponents of eco- 
nometrics, which predicts future 
economic activity by deriving 
mathematical equations that will 
express most probable relation- 
ships between sets of economic 
variables. 


WILLS AND ADMINISTRA- 


TION, Fifth Edition. By Philip 
Mechem and Thomas E. Atkin- 
son. The Foundation Press, Inc., 
Brooklyn, New York. Pp. 660. 
$10.00. This is the Fifth Edition 
of Cases and Materials of Univer- 
sity Casebook Series by the au- 
thors who have done all the prior 
editions. Philip Mechem is Pro- 
fessor of Law at the University 
of Pennsylvania and the late 
Thomas E. Atkinson was Profes- 
sor of Law at New York Univer- 
sity. After an Introduction de- 
voted to the social and economic 
basis of succession, the book is 
divided into three parts covering 
nontestamentary succession; the 
nature, making, revocation and 
operation of wills; and probate 
and administration. 

Part I covers rights of the sur- 
viving spouse, shares of others 
than spouses, and effect of claim- 
ant’s misconduct. Part II in- 
cludes chapters on testamentary 
capacity and inducement; execu- 
tion of wills; integration of wills; 
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testamentary character and in- 
tent; revocation of wills; con- 
tracts to will; and operation of 
legacies and devises. Part III 
devotes sections to grant of ad- 
ministration; probate and contest 
of wills; assets; management of 
estate; claims against deceased 
and his estate; and distribution 
of estate. 

Each section and chapter con- 
tains a brief introduction and 
outline prior to the cases, but 
each could be slightly longer for 
clarity. 


INVESTMENT ANALYSIS AND 


MANAGEMENT. By Plum, 
Humphrey and Bowyer. Richard 
D. Irwin, Inc. Homewood, III. 
1961. Pp. 516. $10.60. Personal 
investment management is em- 
phasized in this second edition, 
which has been expanded to in- 
clude special analytical tech- 
niques in the evaluation of secu- 
rities. The basic concepts of 
investment management, analy- 
sis, and timing are established 
with simplicity and directness, 
though not at the expense of 
detailed and perceptive treat- 
ment. This adds to the useful- 
ness of the work and reflects the 
wide practical experience of the 
authors. 


FINANCING BUSINESS FIRMS. 


By Charles L. Prather. Richard 
D. Irwin, Inc. Homewood, III. 
1961. Pp. 668. $10.00. The prob- 
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lems and everyday responsibili- 
ties of the financial manager and 
of the small and unincorporated 
business firm receive expanded 
treatment in this revised edition 
of Professor Prather’s illuminat- 
ing text. Of principal interest 
to the banking community is the 
section devoted to short-term and 
intermediate loan capital, which 
includes an excellent discussion 
of the commercial banking rela- 
tions of small business firms. 
Management of working capital 
assets as well as the acquisition 
of long-term funds are also fea- 
tured among the thirty chapters 
of working knowledge. 


BASIC BUSINESS FINANCE. By 


Hunt, Williams and Donaldson. 
Richard D. Irwin, Inc. Home- 
wood, Ill. 1961. Pp. 946. $10.60. 
This popular college teaching 
guide is distinctive in its combin- 
ation of text and case material, 
which facilitate training and de- 
cision-making in the field of cor- 
poration finance. Significant re- 
cent developments are covered in 
this revised edition. Through the 
presentation of actual business 
situations, the financial trainee 
learns to digest the facts, think 
out the problem, reconcile ob- 
jectives and arrive at appropriate 
conclusions. This is a top qual- 
ity work, typical of the faculty 
of the Harvard Graduate School 
of Business Administration. 








